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ABSTRACT 

This report is on^ of a series of papers analyzing 
how employers select and train employees and the implications of 
their behavior ^r schools. Data for the study were gathered- in 
telephone interviews with more than 3,500 employees conducted by the 
Gallup Organization. This report is organized in three chapters. In 
the first chapter, John Barron and John Bishop eixamine extensive 
search and intensive search, and determine which of these methods are 
used by different types of employers and why. Costs of each method 
are also discussed. Chapter 2, by John Bishop, explores why employers 
•prefer informal recruitment .mechanisms and the implications of this 
preference. The final chapter, by John Bishop and Suk Rang, asks th^ 
question: Why do employers • underinvest in on-the-job training? and • 
analyzes the results of this employer policy. This chapter also looks 
at the relationship between employer decisions about on-the-job 
training and the ef fects of . these decisions on society as. a whole. An 
extensive executive summary and data tables are .included in this 
report. Appendixes include statistical computations, the employer 
questionnaire, and references. (KC) 
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• hXLCbTIVt; SUMMARY 



1.0 EXTENSIVE SEARCH, INTENSIVE SEARCH, AND HIRING COSTS' 

i 

The recruitment,' screening, and y/aluation process that precedes a hiring 

selection' is an information gathretflng process, feince the collection and" 

processing of information Is costly, the amount and character of the firm's 

investment in information depends upon ^calculation of cdsts and benefits. 

The benefit being sought is the selecfrloh of the best possible worker. To the 

e.mployer, the true present -value of labo^ services offered' by a new employee 

is a random variable whose distribution can be changed by the acquisition of 

information. * • 

• -/ , 
Since the information set.useci to make the hiring sel^ectfons is subject 

to the firm's control, there are rfeally two margins or dimensions of s^rch 
investment. First, there is an extensive margin. A good proxy for the extent 
of search is the number fS^ applicants evaluated per job offer. The extent of 
a firm's search Is determined by policies like the following: whether ads are 
placed In the paper; whether and from wh^re referrals are requested; .how lojig 
fhe search process is allowed to continue; and whether jo^ applications are 
accej^ted when there are no immediate vacancies, and then revi,ewed when an 
opening occurs. Manufect^J-'ng. employers typically engage in the most exten- 
sive search. Mining and construction companies engage in the ieasl extensive • 
search. The extent of se^rch^ seems to be greatest for clerical jobs and least 
f^r professional, technical, managerial, and blue-collar jobs. 

0 ■ ' 

vThere is also an intengdye margin— the amount of ^information obtained on 
each candidate and "the care with which that information is used to make selec- 
tions. The firm's searci^' intensity is determined by ^variety of policies and 
practices that reguVate the selection process: the information requested on 
the job application, whether references «are call^; whether school transcripts 
or examples of previous work are requested; the number and length of inter- • 
views, and the existence and nature of medical, psychological, or. skill exami- 
nations. A reasonably good proxy for the intensity of search is given by the 
total number of hours spent by company personnel in recruiting, screening, and 
interviewing divided by the number of applicants for the position. There are 



important differences across otcupations in. the intensity and to.tal cost^ .of 
searfch. Employer search is much more intense and cqstly for professional, 
technical, and managerial jobs, and least intense and costly ^for service and 
blue-collar jobs. 

An' employer survey sponsored by the National Institute of Education and 
the National Center for Research in Vocational Education that was conducted 
between February and June 1982 provides the basis for analyzing employer 
8«?arch and hiring ,codts. Each employer surveyed was asked about th^e screen- 
ing^nd interviewing activity associated with the last employee hire4,„prior 
to August 1981. , 

Models explaining the ratio of applicants to interviews, the ratio of 
interviews to offers, the ratio of hours inv^^ted to applicants, and total 
direct costs (hours spent per offer) were es-^tii^ted. Explanatory variables 
included employment size of the establishment and firm, ^measures of the flow 
of phone and in-person contacts, temporary or seasonal nature of the job., 
amount and type of training required^ for the job. physical capital required^to 
perform the job, unionization, measures of indirect hiring costs, degreeiJttf 
difficulty of dismissal, and occupation. 

Large employers were expected to engage in more extensive and intensive 
search for two reasons: (1). their marginal cost of search is lower l)ecause 
the screening and interviewing function'is specialized; and (2) the dispersion 
of possible outcomes and, therefore, the payoff to search is greater b^ause 
monitoring and dismissal costs are higher in large establishments and in 
multiestablisl-anent firms. The evidence indicates that large firms do engage, 
in more extensive search: establishment's wIlK 10 times as many employees 
review 19 percent more, applicants per interview and conduct 17 .percent more . 
interviews to fill a position. ' Multiestablishment firms conduct 28 percent • 
more interviews to mdke one offer than single establishment firms. 

■ Firms that have many job seekers, phoning or visiting them s6eking em- 
ployment, have lower marginal costs for extensive search because it ^lowers the 
expected time that a position is vacant if the 'employer chooses to waLt for an 
additional applicant. As expected, increases in the flow of people contacting 
the firm seeking work increased, extensive search. A doubling of phone 

JO, 
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^- contacts and In person contacts increased the number of applications reviewed 
per interview by 4 percent and the number of interviews per offer by 3 per- 
cent. An increase in the nun^ber of Visits often reduced the time spent per 
applicant or per interview, however.^ The reduction in the- cost of exjteinsive 
search causes extensive search to be substituted for intensive search. 

.There are a number of reasons why employers can be expected to be more 
careful when tjiey are filling a job that requires a great deaX^ of . on-^the- job 
training. First, much of th^ training will, inevitably be specific to the firm 
soothe cost^ of turnover will be high and it will pay to' seek workers who are 
unlikely to quit or be dismissed. .Second, the distribution of job applicant 
expected productivities is likely to be more dispersed because some of the job 
seekers will already have received related training at school or in other 
firms. ^' Both of these factors raise the returns to employer search. These 
hypotheses are strongly supported by the data> A doubling of the total ampuut 
of training increases the number of interviews per offer by 16 percent and tlje 
time spdnt per applicant by 19.7 percent. The number of applications reviewed 
per interview are not affected by the. amount of training. 

jLarger physical capital inputs utilized by a worker may directly affect 
the Value of labor services just as the amount of training does. As expected, 
the grea».ter the expense of the niachine the Individuals work on or w%th, the 
greater the time employers devote .to recruiting, screening, and interviewing 
applicants. Interestingly, 'the 3 percent increase • in .direct hiringec^ets 
associated with a doubling of the cost of the machines worked o^i or with 
occurred because^' of an increase in intensive se^arch (i.e.. In hoursi spent p6r 
applicant). The number of applicants seen was not significantly affected.^ 

The benefits of additional • search (both extensive and intensive) arise in 
j)art because of the avoidance of mistakes, such as the hiring of an individual 
whose productivity does. not exceed the compensation package promised. If it 
Is difficult to fire a new emf)loyee, these mistakes are more costly; as a re- 
sult, employers will choose more extensive and intensive search prior to hir- 
ing. This prediction is confirmed by the evidence. Employers who state that 
'\ great deal of documentation or paperwork is required to fire an employee 
incurred 70 percent greater direct hiring costs, which reflects a 21 percent 
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increase in hpurs spent per applicant.-^'flnd a 35 percent InoreAse In appUc;»nt« 
per- employment offer.. Employers w>^i" stated thrtt hut not h K,r«.^t .U'aI o( 

documentation or paperwork is required 't.o tice au ^mpi.>>e« luw.uitu.i ^: v.ci.^^u 
greater direct, hiring costs, wlUch reflects ^ 22 percent' increase In hours 
spent per applicant, and a 21 percent iacrease in the number of applicants per 
employment offer. / . ' ' ^ 

The expected .tenure and intensity of an employment relationship clearly 
affect the marginal gain fran additional information on potential employees. 
Thus it can be pr-edlcted that positions whi'ch are temporary or seasonal in 
nature and positions that are part-time would be ones for whdch employers 
choose less extensive and intensive search. As expe.cted, the number of hours 
spent per person hired was 36 percent lower if the position was a temporary 
one, reflecting a 16 percent drop in intensive search (hours spent per appli" 
cant) and a 26 percent 'drop in extensive search (the number of applicants g 
interviewed per offer). Similarly, the number of hpurs spent per person hired 
.*was 22 percent . lower if the position was part-time. 'However, this was due 
mainly to a drop in the hours spent 'per applic£^nt. The number of applicants 
p6r offer was essentially urichanged, as a, fall .in the number of applicants 
interviewed per offer was offset by an increase in the number of applicants, 
per interview. 

Having advance notice of a vacancy will prefsumably reduce the indirect 
costs of extensive search for the employer, since for a portion of ' the search 
time there is no cost to seeing an additional applicant because of the exis- 
tence of an unfilled Vacancy. • On the other hand, if the employer has multi- 
pie openings, this suggests a greater marginal cost to Intensive aa well as 
extensive searcl;i# The greater* cost for Intensive search can be attributed to 
rising coats for time devoted to hiring activity by company personnel. As 
expected, ad^vance notice of a vacancy rais^ direct hiring costs (though the 
implied sura of direct plus indirect hiritig costs was lower), specifically be- 
cause^ it raised, extensive search (in this case, both the number of applicants 

ft « ^ • ' . 

seen per interview and the^number intetviewed per offer were greater >• On the ^ 

' \ r • 

other hand, while thej existence of. multiple openings reduced direct hiring 

.^costs', this, reflected »a fall in the hours spent per applicant, 

9 .. ' . " 
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2.0 WHY DO EMPLOYERS PREFER ^INFORMAL RKCRUi mEi^ T MEi'.HAN I SMSV 

Employers seldom invest In all of the recruitment channels that are 
available to them. Their decisions about which recruitment channels to empha- 
size are heavily influe.nced by their beliefs about where they are likely to 
find the best workers. Many employers also feel that who made the referral 
and how the applicant came to hear . of the job helps in making a selection^ 
amongst the candidates that are interviewed. , As a result, even -after an 
application is made, the decision^to interview a particular candidate and the 
selection fol: hiring may be influenced by who referred the applicant. 

« 

These beliefs were put to an empirical test by comparing Individuals 
entering the same job at the same firm who were recruited from different 
sources. Four questions were explored. 

• Is t-he time required train new employees associated with the source 
of their rfccruitment? If yes, which groups require less training? 

« Is the reported productivity of new employees associatea with the 

source of their recruitment? If yes, which groups are more productive? 

• Is the wage paid new employees associated with the source of the 
recruitment? If yes, which groups get the higher wages? 

\ Does the firm obtain greater profits if it recruits workers from one 
source rather than another? In other words, is the .productivity net of 
training, recruitment, and wage costs consistently higher for new hires 
obtained through certain recruitment channels? If yes, which recruit- 
ment channel seems to be most profitablfr^ 

Theory 

The theoretical and empirical issues raised by the first three questions 
are quite different from the' issues raised by the fourth. "Yes" answers to 
the first three questions are quite consistent with a perfectly competitive 
labor market where all skills ire general and Information is costlessly avail- 
able to everyone. The data .uggest that it is not uncommon for people in the 
same job with the same tenure to receive different wage rates. If the firm 
can offer different wage rates to different new hires, a perfectly competitive 
labor market is quite consistent with substantial differences in the expected 
productivity of the new employees hirexi for a specific job. If employers' 
beliefs are correct about the correlation between recruitment channel and 
productivity of the sample of job seekers that contact them, this same 
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correlation will appear wlien different workers hired in the same job are 
compared* Perfect competition implies that the more productive groups will 
receive higher wage rates and th^t the higher wage will. exactly offset the, 
higher productivity net of training and recruitment costs. If a firm has a 
policy of not varying the wage rates paid to people in the same job, then 
perfect and costless information and the absence of specific human capital 
imply that everyone hired by the firm has the same present discounted ex- 
pected productivity. 

Labor markets, however, are not perfect. Skills are often specific to 
particular employers, and information about the competence ot job applicants 
is incomplete and costly to obtain. In firms that pay the same wage to ev^ry 
one, circumstances may, therefore, arise whereby employees recruited from one 
source (e.g», referral by another employer) are on average more productive 
than other employees who do the same work and were recruited from another 
source (e.g., the state employment service). In firms that adjust the e'ntry 
wage to the perceived competence of the worker, the productivity net of wages 
recruitment, and training costs may vary systematically with the recruitment 
source of the worker. 

Wh'&t kinds of market imperfections can produce variations In the profit- 
ability of new hires that are predictable according to the recruitment source 
of the new hire? The short answer to the question is imperfections that pro- 
duce a correlation between recruitment source and the employer's monopsony 
power in hiring that specific individual. Competition forces the firm to 
offer each worker a compensation package that is at least equal to what the 
worker can obtain from other firms. A worker with characteristics that are 
visible to many employers that predict higher productivity in manj^ firms will 
inevitably receive higher compensation. A worker with characteristics that 
predict higher productivity in a specific firm but not other firms, or w, rh 
positive attributes that are visible to only one or two employers, may not re- 
ceive appreciably higher compensation, and thus may provide the firm an oppor- 
tunity to receive a profit. 

If the recruitment source that yields an applicant is correlated with 
that individual having a comparative advantage at the jobs in that firm, the 
result will be a systematic tendency for the recruitment source to relate 
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to the profitability of a new hire. An individual may find a coriiparative 
advantage in working^at particular firms for a* numbey ot reasons. 

• A job applicant might already know skills specific to the firm, 
possibly because of previous employment at th^t fira or a simi- 
lar firm, or from being a relative of a current employee. 

• A job applicant might have a comparative advantage in learning 
skills that are specific to the firm, possibly because he or 
i3he knows the/ trainer already* 

• A job applicant might enjoy the job more because he. or she will 
be working with relatives and friends and this nilght result in 
a higher propensity to stay at this firm. (The effect of re- 
cruitment mechanism on turnover is not examined in, this study.) 
Another effect of enjoying the. work more might be that the 
employer can pay a low wage to the new hire. 

• A job applicant might have special compatibility, with other 
team meiabers (presumably resulting in greater productivity) 
possibly because of similar ethnicity or existing friendships 
with current employees. 

The second reason^ for systematic variation in the profitability of new 
hires would be the availability to the firm of information about applicants 
from a particular recruitment source that is not available to other employers 
contacted by the applicant. Such information allows the employer to make a 
more refined choice among 'applicants : avoiding the losers and hiring the 
winners without having to pay extra. When an employer gets a referral from a 
current employee or another employer, the person hiring normally receives 
information, about the job applicant that is not available to other employers. 
As a result, the theory predicts thatf these new hires will typically be more 
profitable than^ other new hires. The state emplojrment service and schools 
treat all employers equally, so one would not anticipate that hiring such 
referrals would have this profit advantage for the firm. 

Results 

Predictions generated by the theory just outlined can be tested by esti- 
mating models that characterize how the differences in the training required, 
reported productivity, and wage rates of two new hires in the ^ame job are 
affected by the source of recruitment of these new hires. Such predictions di 
not imply a rejection of a perfect labor market in relation to the impact of 
recruitment source on the levels of training, reported productivity, and wage 
rates. They are as follows: 
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• New hires referred by a utjlon will receive higher wages and 

• be more productive and leas costly to train. 

• New hires obtained from an expensive referral source (i.e. , 
private employment agencies) will either be more productive, 
less costly to train, or paid lower wages. 

c New hires obtained by referrals from government agencies and 
schools will be less productive, more costly to train, and 
l^aid less. « 

•'New hires referred by another employer will be more produc- 
tive, less costly to train, and paid more. 

• New hires referred by a current employee or who are friends 
or relatives of a current employee will be more productive 
a_nd less costly to train. 

The results showed that new hires referred by a union received signifi- 
cantly higher wage rates (52 percent' for the starting wage), were reported to 
be significantly (55 percent) more productive in the first 2 weeks, and took 
significantly (35 percent) less time to train than walk-ins who were hired to 
do the samVwork. Employer referrals took significantly (13 percent) less 
time to train, were 8 percent more product ive'in the 3rd through 12th week 
and were paid 7 percent more at the time of the interview. About 30 percent 
of those hired were friends of the owner or a current employee, and 11 percent 
were relatives of the owner or a current employee. Friends were reported/to ^ 
be 4 percent more productive during -the -3r4 4^hrQugh 12th weeks of employment, 
and 4. A percent more productive at the time of the study interview. Training 
time was 4 percent lower and current wage rates were 1.7 percent higher for 
these employees, but the differences were not significant at the 10 percent 
level. The only statistically- significant effect of being a relative of the 
owner or a current employee was that wage rates were 5 percent lower. 

About 3.7 percent of the new hires had been referred by a school, and 
another 4.2 percent had been referred by the employment service, CETA, a 
welfare agency, or the Urban League. The measured effects of being a referral 
from one of these agencies had the predicted signs in 12 of 14 comparisons. 
Compared to a walk-in, the productivity net of training costs was 12 percent 
lower (p = .133 on a one-tail test) for school referrals and 14 percent lower 
(p » .109) for employment service referrals. 

. _/ 
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One of the most interesting finding of the study is the flat rejection 
of hypotheses about the effect of prlvatt^ employment fl«pncy referrals. Such 
firms generally charge a substantial fee, so it was expected that their leier- 
rals would le more produttive, require lelas training, and receive lower wages. 
Point estimates, however, flatly contradict the firsf two hypotheses. Agency . 
referrals were reported to be less productive"* in the first 3 months and to 
require more training. 

The predictions that are unique to the imperfect labor market ^elements' of 
the theory related to the prof itabili^iy of a new hire (the difference between 
productivity net of training costs and the wage) • are as follows: 

« Union referrals will be less profitable (here It is assumed 
that some firms are being induced to hire a union referral by 
threats of a strike). 

• Employer referrals will be more profitable. 

• Referrals by current employees or friends and relatives of 
current employees will be more profitable. 

• Employment agency referrals will seem to have higher produc- 
tivity net of wages and training costs. Since the fees paid 
these agencies are not subtracted, the true profitability of 
the recruitment source is considerably lower than the mea- 
sure available. 

• Referrals by a government agency will be less profitable. 

• Referrals by schools will be less ^of itable. 

The only prediction of the imperf ecl^-Iabor market theory that was re- 
jected by the data was about referrals from private employment agencies. 
Point estimates imply that such referrals were less profitable by an amount 
equal to 5.3 percent of the productivity of a worker with 2 years of tenure. 
The hypothesis that employment agency referrals are sufficiently mote produc- 
tive to warrant a fee of 10 percent of wages was rejected by the data. 

The Impact of referral source on the prof it lability Of a new hire during 
the first 3 months (relative to the productivity of a worker with 2 years 
tenure) was as follows: 

Union referral -29.7 percent (p».069) 

Employer referral 7.1 percent (p=.13) 

Friend 2.1 percent (p-.27) 

Relative 2.5 percent (p=.305) 

School referral -3.6 percent (p=.26) 

Government referral -8.7 percent (P-.07 5) 
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The uni-on referral and eraploytoent service referral ftfe|§ctB are significant at 
the 8 percent" or better level on a one-tail teert, and the employer referral 
effect is significant at the 13 percent level. The other effects had lower 
statistical significance. These results are moderate support for the theory 
developed at the beginning of the-^discusaion. 

3.0 ON-THE-JOB TRAINING /SORTING 

Every year employers and employees jointly invest a massive amount of 
resources in on-the-job training (OJT). Despite ^he importance, however, 
little is known about its magnitude, distribution, and effects. The training 
"^received on a-^job is part of the understanding (the implicit contract) that 
defines the nature and compensation of the job. A theory is developed of the 
determinants of investment in on-the-job training and the compensation package 
that distributes the ct^sts and retun\s of the training. The theory assumes 
that there are (I) two distinct types of skills, general and specific, that ^ 
are produced jointly; (2) the training firm can accurately measure the amoun|J 
of general training received by its worker but other firms cannot; (3) work- 
era are not able to borrow money at as attractive rates of interest as their 
employers (consequently", they make choices between alternative job oppor- 
tunities placing a very high value on receiving compensation now rather than 
later); and (4) the compensation offered by a ficra has a bigger effect on job 
seeker's decisions to take ^ job than on whether to quit a job at a later 
time. These assumptions about the environment in which training and compen- 
sation decisions are made are combined with a model of * competitive labor 

market. We get the following predictions about time pattern of compensation. 

/ 

• Employers bid for^new employees by offering front loaded compensa- 
tion packages. Since most workers have a stronger desire to have, 
a dollar now rather than later, the firm in effect uses its 
borrowing power to offer new employees a wage package that pays in 
advance' of performance. Moving allowances are a clear example of 
this phenomenon, but the same thing is also accomplished by offer- 
ing higher starting wages and raising wages with tenure by less 
than the rise in productivity net of training costs. The tendency 
of firms to front load compensation is greatest when quit rates 
are not very responsive to the second period wage, and when there 
Is a big difference between the worker's and- the. employer' s 
ability to borrow. 
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•'Compensation tends to be front loaded if the people who stay at a • 
firm tend to find that the at'tractiveness^ of alternative jobs 
falls with tenure on their current job.«« The factors that have 
this effect *are costs of job search or job changing; an underesti- 
mate by other employers of the amount of general training receiv- 
'ed;, and the tendency of ""those wi^h the better alternatives or the 
greater dissatisfaction with tHielr current job to. leave, and of 
those with less attractive alterna'tives and greater satisfaction , 
with their current job to stay. 

• Front loading of compeilsat ion is greater when the second period 
wage has a greater proportionate impact on the probability and the 
employer will keep a worker that he or she has on the probability 
the worker will want to stay (i.e., choose not to quit). 

• Anything that raises productivity in the firm, but does not raise 
It outside the firm,' will raise the wage in the second period, but 
not by as much as productivity at the firm increases. , Two factors 
that will produce this effect are training that is specific to the 
needs of the employer (and not useful to oth^r employers) and the 
ability of the firm to fire the least productive employees. Here 
again the result is a front loaded wage package. 

• General training, which raises productivity equally both in and 
out of the firm, results in wages rising along with rhe rise in 
productivity net of training costs. Posttraining wage rates will 
have "CO be higher, and starting wage rates will consequently be 
lower. 

The Consequences of a Front Loaded Compensation Package 

A front loaded compensation package means that at first the firm is in-' 
vesting m>r& in training and in learning about the new employee's productiv- 
ity. Later in the worker's tenure, these investments pay off and the employ- 
ee's output exceeds the wages paid. If the worker quits before the return 
from the investment is recouped, the employer loses money 6n the hire. As a 
result, em^Jloyers offering front loaded compensation packages will tend to 
give hirinlg priority to job applicants whoj are not likely to quit. 

The theory predicts that most compensation packages Will be front loaded 
or in other words that wage rates will rise more slowly than productivity net 
of training costs when training is entirely general. This prediction con- 
trasts with the predictions of Becker's theory of general human capital, 
Lazear's agency model, Jova^ovic's sorting model, and Salop and Salop's self- 
selection model. These models all predict that when training is general that 
wage rates will rise at a rate that is at or above the rate of growth of 
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productivity net of training cost. Data from a sample of 1,493 recently hired 
workers from the National Center's 1982 survey of employers on training, re- 
ported productlylty, and wage rates during the flrsl 2 years of tenure on a 
job were used to test these competing theories. 

^ Employers were asked "How maSy of the skills learned by new .employees in ^ 
this job are useful outside of this company?" Fifty-nine percent responded ^ 
^almost all," 13 percent responded' "most," and only 7.5 percent ar.swered 
"almost none." This question provides us with an independ^t diract measure 
of the generality of the training provided by a firm. It all<Sw.. to test 
our hypotheses about relacive rates of growth of wage rates and training in a 
sample of jobs that require highly general skills. 

The workers in jobs with the most general training seem to receive a real 
wage Increase of 5 to 7 percent. .Training for jobs with the most general 
training and many local competitors involves an average of' 49 hours watching 
others do, the job, 9.6 hours In formal training, 52 hours in informal training 
by management, and 25.6 hours in informal training by co-workers in -the first 
3 months. Th6 time devoted to training has a value equivalent to 147 hours of 
• an ali:;eady trained co-worker's time." 

This training seems to have the hoped fo^^results of increasing the pro- 
ductivity of new employees. During the first 2-week8, the typical new em- 
ployee at firms offering general training is reported to be only 59-60 percent 
as productive as the typical worker with 2 yea'Ts of tenure and experience. 
During trhe next 10 weeks at the firm, the typical new^emploiree's productivity 
is reported to be 79 percent that of a worker with 2 years of tenure. As one 
would expect, ^ the reported productivity of new employees increases more 
rapidly in the first month or so than it does later. Estimates of the ratio 
of the worker's productivity net of training costs during the first 3 months 
to their productivity after 2 years of tenure in the job were made by 
combining these productivity ratios with the earUw re^,orted estimates of 
training investments. These figures were then adjusted for the possibility 
that compensation rises faster than wage rates and for the fact that -the time 
others spend training the new employee durliig year two were not Included in 
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the calculation pf the denominator* Our r^l hvpothosis — xhM produciivltv 
net of training costs^ rises more i.ip idly than cx)mpeusat ioa a^irluy, i\w ctist Ir 
years in a job, even when the training is reported be completely gene-k^i^ 
was then tested under a variety of maintained assumptions about the appro- 
priate scaling and measurement of productivity net of training cost^« 

Thpse tests produced a decisive rejection of the hypQthfesis that the 
rates o'c compensation 'for jobs reported to offer completely' general training 
rise at a rate that is equal to or greater than» the rise in productivity net 
of training costs* The finding that In the first 2 years of tenuce comper- 
sation rises less rapidly than productivity net of trainin/5 costs is qMite 
,robus^:« If compensation rises no moref than 5 percent faster than wage ratesi. 
^ the hyppthesis is rejected even when we make the trv^ly extreme assumption 
Tihat, although respondents report to the contrary, there is no increase in 
worker productivity in the first 2 years ^on a job*^ If compensation increases 
10 percent faster than wage rates, the hypothesis is. rejected even when It is 
assumed that the true increase in relative productivity with tenure is only 
half of what was reported by our respondents*- « 

These results can be viewed as evidence phat in the first (^year or so on a 
job, the forces tending to cause wages to grow m'ore slowly than productivity 
net of training costs are stronger than those having the opposite effect* 
This occurs even when the training is reported to be general* The forces that 
tend to cause starting wage rates to be higher than productivity net of train- 
ing costs, and therefore wage growth to be slower than the growth of produc- 
tivity net of training costs, are workers needing and wanting income more 
strongly now rather than later, tl^an firms and sources of job^worker match 
specificity such as sorting, cos.ts of transfer, specific training, and extra 
general training that is not recognized biy others in the lai)or market* The 
forces that work In the opposite direction are the need to design wage struc^ 
tures to attract those with low quit probaoilit ies (Salop and Salop 1976), and 
to reduce shirking (Lazear 1981)* The great deal of specificity to job-worker 
matches that is implied by these results means that turnover is extrea^oly 
costly for the worker, the firm, and society. 
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♦ The Training Decision , ^ 

; , • , 

The thfeory also makes some important predictions |bout the determinants 
of investment in on-the-job training: 



• Finns and workers will invest more in general aiid/or specific OJT 
when interest rates are low, when tax rates on the returns to" the , 
Investments ire^ow, when separation rates are low, when other em~' « 
ployers recognize tke value of improvements in the quay.ty of a 

firm's t raining j when costs* of inyestment are deductable in the 

year incurred, and when the tax rates during the investment year * 

are high. , * 

• Decisions about the provision of specific human capital depend . 
upon the taj^ rates faced by- the firm and the interest rate the 

firm DBjst pay to borrow money. The fact that the costs and bene- ^ X 
fits of specific human capital investments are. shared does not ' . 
' mean that decisioji makijug about the. amount of specific training is 

shared. The interest rate the employee must pay to borrow money * * 

• and his tax situation does not affecl the decision. 

• When general 04T is perceived accurately by all potential employ- 
*er8, the worker must finance all Its costs and it is the Interest 

rates and tax rates faced by the worker, not the firm, t^at deter- . ^ 

^ mines whether the investment is undertaken. The impact of these . , 

factors on the^level of general training is similar to their 
impact on a young person* s ' decision to remain In school. The 
primary difference is that generous low' interest loans are not 
available to finance employer-provided general training^ as they 
are for attending institutions of postsecondary education. 

• When the quality of general .OJT provl<ied by an employer is not 

^ accurately^rperceived by other potential employers'r the costs and 

benefits of the training are shared be.tween employer and employee. 
Decision-making authority, over the amount of training is also 
shared. The level of investment is influenced by the rates of 
interest and taxation faced by both the' employer and the 
employee. ' k ' 

• Workers and firms t^nd to underinvest in gei4ral training. This 
occurs for. four rfeasQtia. 

—The worker's discount rate (the rate at which the worker can 
borrow and therefore trade off future consumption for current 
consumption) is considerably higher than the social discount 
rafe (the interest rate on government bonds>. 

—The tax rates faced by the worker when the returns to the in- 
vestment are being received are typically higher than the tax 
rates when the cos^s are being incurred. 

—Other employers do not accurately perceive the quality of the 
general OJT received by the worker, aiftd as result do qot fully 
compensate the trained worker even if he oc she receives good 
training. 
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--If a minimum wage constraint -4-8 binding, the starting wage on a ,. 

job will have to be higher than It would otherwise have been and. 
"* this increases the cost of training and 'thus reduces its amount. 
A siBCond impact of the minimum wage is that the rise in the 
starting wage is partially compensAed for by a fall in the wage 
rate in thp posttraining period. This increases the quit rate, 
which in turn reduces the payoff to training and therefore the 
amount of training. ' , 

If the interest rates facing employers are higher, tjhan the social discount 
rate, there will also be underinvestn^nt in specific training. The degree of 
undjerinvestemnt in specific training is considerably smaller than the under- 
investment in general draining. / £^ 

From the point of view of public policy, ttie most important conclusion 
from the economic analys,is of on-thie-job training is that from society's point 
pf viev7. employers and employees underinvest in general on-the-job training . 
There is a good deal of empirical evidence sup porting ''this findir^g. If there 
Is underinvestment in general OJT, we would expect to fin\l private rates of 
return to OJT to be very high. The studies that have estimated the return to 
OJT do find that rates of return are very high (Rosen 1982, Mincer 1974). 

' ■ Uespondents report that in the 3rd through 12th week of employtnpnt , pro- 
ductivity is 16 percent higher on avei;^e than in the first two 'weeks. Since 



the training that produces this drat^tic increase in productivity is occurring 

* over the course of only 2 months, the calculated costs of t^is training are„ 
not likely to exceed 2 months of output from the new worker. If so, the % 
average rate of return to this training exceeds 100 percent. 

different type of evidence for underinvestment in general on-the-job 
training -is provided by finding that employers who hire workers who have 
already received relevant training at other employers benefit from the hire 
(Bishop 1982). In other words, OJT creates an externality— a benefic that is 
net appreciated by either the trainer or trainee. 

How might government induce firms and workers to increase in\/estments in 
general ori-the-job. training? Four different approaches are evaluated: (1")^ ^ 

* lower taxes on the returns that the employer receives from training in- 
vestments, (2) lower taxes on the returns the employee receives from training 
investments, (3) subsidize the costs of training Investments, and (A) abolish, 
the minimum \/age for jobs that offer considerable training. 
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The first two options are wot viable because the returns to a training 
investment cannot be admi;nistratively distinguished from the retui^ns of other 
investments, and general 'reductic^s in tax rates (both during and after train- 
ingMo not increase the incentives to invest in training. It has been, demon- 
• str.afed both theoretical.iy and empirically (Hashia^oto 1982, Bishop 1982) that 
■ the minimum wage reduced general OJT so reductions in the minimum would in- 
. crease general OJT somewhat. Eliminating the minimum wage would not however 
end or even significantly reduce the underinvestment in general OJT. The rea- 
son is that the minimum wage is a binding constraint for only a small minority 
of jobs, and even in its absence, underinvestment in general OJT would occur 
for a variety of other reasons. 

This leaves us with a subsidy of the costs of general training as the 
'.only policy that might 'significantly increase general on-the-job training. 
Since general OJT typically gets mixed together with specific OJT, and both 
■occnr simultaneously with actual production, the primary barrier to subsi- 
dizing general OJT is finding a way to measure it. One way society can 
promote on-the-job skill training without having to solve the measurement 
problem is for 'community colleges (or some other public agency) to festablish 
cooperative training ventures with specific local employers in which teachers 
on the college's payroll provide training that meets that employer's 
specifications, but is also useful at other firms, the measurement problem 
can be solved, however, and the final section of this document presents two 
practical proposals of how general subsidies of on-the-job training might be 
^defined and admin- 
• • • isjiered. 

Marginal Training Subsidy 

A marginal training subsidy (MTS) would offer a partial subsidy of 
training expenditures above a threshold' level.' The ratie of subsidy or tax . 
• credit would be set somewhere between 10 and 33 percent. The training costs 
that would be eligible for subsidy would include payments to industry train- 
ing funds., tuition reimbursements for job-related training, contributions of 
materials or staff time to vocational-technical institutions, the' budgeted 
costs of the firm's formal training of new and continuing employees, and 
" certain costs for informal training of new and/upgraded employees. 
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^ Participating companies with more than 100 employees would be required '^o have 
a training iaSvisory committee that contains worker representation. At the 
conclusion of .eh6 training prog.-am or the f.i'rm's fiscal year, the employer 
would be required to award each trainee a certificate^ describing the number of 
hours of formal or informal training provided/attended, skills taught and 
where, appropriate, and the competence achieved. The threshold that must be 
exceeded before a subsidy or iax. credit woul4 be 'paid might be equal to 10 
percent of the firm or establishment's wage payments to employees with less 
than I year of tenure at the, firm, plus 1.5 percent of wage .payments to all 
other employees. » 
All employers— profit making, nonprofit and governmental— should be ^ - 

r 

eligible for the mai'gipl training .subsidy if their training expenditures, 
exceed the threshold -/efined for their organization. In order for incentive 
effects to^be maximized, employers must feel they are assured a larger subsidy 
payment if they increase their firm's training investment. Together these two 
considerations impl^ that the MTS should'' be administered as a subsidy entitle- 
ment, as a tax credit against a broad-based tax on the firm's wage bill like 
Federal Unemployment Insurance Tax or social security tax, or as a tax credit 
against income taxes, that can be sold to other firms. The MTS would be 
financed either out of general reveixtie or a special training tax on the wage 
bill of all employers. i . , . 

The MTs has a number of important advantages; 

• The social benefits of on-the-job training are probably just as large 
as the social benefits of occupationally specific training provided by 

A schools. The MTS would create an incentive for firms and workers to 

generate niore of such benefits, and would reduce currently prevailing 
distortions of the choice between these two modes of providing occypa- 
tlonaily .specific training.' 

• Since the employer pays 67 to 00 percent of the cost of training, there 
is always an incentive to do the training in the most efficient manner 
possible. 

• The choice of which jobs to train for and how to do the training is made 
by the employer not by an educator, a government official, or by the 
trainee. The employer Is the person best able to project the firm s 
future need for skilled\v/orkers and to select the best method of train- 
ing for those skills.' 

• The Inclusion of the costs of informal training in the definition of 
subsidizable training expenses is fair to small business, and reduces the 
tendency of the subsidy to distort choices between formal and informal 
training. 
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; While the MIS l8 not dlrictly targeted on the unemployed dislocated, , • 
«orter. It win redv«e unemployment nevertheless. The MTS reduces ,^n- 
employment in two ways: » ' ' , , 

- It encourages firms to hire and train Ve»* workers, and to retrain 
' . rather than lay-6f f workers whose skills were becoming- obsolete. 
- - If encourage,? the firm to expand the supply o^ skilled wprkers rather 
than engaging In a bidding war for. the limited ^^PPj^ J^^^J^^o^^^ ^ 
^tralned workers, thus producing an acceleration, of inflation. 

• The MTS shouid discourage turnover. A firm with high rates of "turnover 
^ ' Tin have a higher threshold.. and will as a result receive a smalle^ub- 



*6l4y payment* 
# 

A r.rit tcal Skills Train ing *Incentlye 



An alternative 4proach to promoting more private investment in on-the- 
job trailing is to 'target Certain critical occupations that -are experiencing . 
severe shortage^. A subsidy Jould be offered for training newly >ired and/pf 
transferred employees in a few selected occupations. Legislation vou^^ , 
restrict the subsidy to a ,Umited number of industries that currently exf,ort a 
majot share of their output, or are service firms that provide specializad 
high-tech services. To be eligible for a training subsidy, an, occupation/ 
ill would have to involve considerable initial on-the-job training, be 
required at many firms, and be in. shortage. The deten^lnation of whether an 
occ^patiSn 18 in shortage would be based on current data on changes in- 
relative wage rates, changes in vacancy rates or newspaper advertising if 
availably 'find on recent and projected growth of demand for the skill. The 
Department of Labor wduld be given a fixed budget and empowered to select a 
limited number of skilled jobs for which training subsidies would be 
available. Once an occupation had been selected as a potential candidate for 
subsidy the secretary of Labor would appoint an industry/labor committee to 
,nake recommendations regarding the definition of the critical skill, the 
competencies that a trained Individual would be expected to have, and possible 
mechanisms to insure.that subsidized. trainees achieve these standards. 

There would be no limit to the number of crainees for which an employer 
could be subsidized, and the firm would not have to obtain advance agreement 
from DOL as to this number. The employer would only have to apply for the 
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subsidy Immediately upon initiating the training, and once the training is 
completed, to ce^rtify th*»t the trainee did not have that skill prior to the 
training and. gaitied it by the end of training. This certification would be 
audited on a random basis. Workers who complete training would be awarded a 
certificate attesting to the skills they have achieved. 

The plan described has a number,.of' attractive features: 

• It is limited in scope to occupations in critical shortage. 

• Great flexibility is given to program administrators. (This is essen- 
tial because the very concept of the program is new, and because it 
must quickly respond to the changing needs of the economy.) 

• Workers who complete training are awarded a certificate that describes 
the skills they have gained. 

• The firm always faces a marginal incentive to expand its training of ^ 
targeted skills. . It doVd not have to get prior agreement from DOL \_ 
about how many people to train (an administrative hassel that would be 

a major barrier to participation). 

• The firm is given an incentive to retain the workers it trains. 

• Respite the almost "entitlement" nature of the training subsidy, its 
total cost is capped by the monitoring of usage and DOL's ability to 
lower subsidy amounts and tighten eligibility. 

• A sunset provision automatically 6nds a skill's eligibility for sub- 
sidy. 

• Cost could be further reduced by requiring that firms already employ- 
ing people in the targeted skilled occupations exceed a given level 
of training before being eligible for subsidy. It could be assumed 
that in the normal course of events such firms would have to replace 
10 percent of their stock of workers with the targeted skills anyway. 
The subsidy could be paid for trainees above this threshold. 

• The firm's administrative costs are kept low. The firm does not have 
to calculate and report how much it is spending on training. 

• Eligibility for subsidy is a function of an output — the number of 
people trained for certain specific jobs- -not a measure of input. 
This creates a strong incentive to be as efficient as possible in 
doing the training. 

The critical skills training incentive has some important drawbacks, how- 
ever. Its success depends upon the wisdom and timeliness of the selection of 
skills for which training subsidy is provided. The CSTI has features-';the 
sunset provision, ^reat administrative flexibility, and a fixed budget— thaf 
are inte'^ded to prevent, a recurrence of the poor timing that characterized the 
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graduate fellowships programs. There is always the possibility, however, th^t^ 
the projections of future demand will be wrong, or that politics will result 
in the wrong occupations being selected and that the selective nature of the ^ 
training incentive would Increase rather than decrease market distortions. V 
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CHAPTER I 



EXTENSIVE ^SEARCH, INTENSIVE SEARCH, AND HIRING COSTS: 
NEW EVIDENCE ON EMPLOYER HIRING ACTIVITY 



John Barron and John Bishop 
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I. I Introduction 



soQs tue aso. Stt»l»' (two t*e AfA*»» <X "He M««l>. *•«• 

information." Subsequent to Stlgler'e seminal work, an extensive Uferature 
on search has developed. With respect to labor markets, the focus has been.on 
characterizing the optimal Job search behavior of unemployed or employed work- 
er, m an environment tj, which the Job seekers know neither the location of 
employers who are willing to hire them nor the compensation offers of poten- 
tial employers. The theoretical work on Job search offers explanations for 
differences across Individuals In search Intensity, labor force status, and 
the duration of unemployment. Empirical tests of Job search theories typi- 
cally find the evidence consistent with the Job search approach. 

one reason" to focus on Job search is that It plays an Important role In 
the matching of employment positions and workers. In particular. Job search 
'increases the likelihood that workers are placed In Jobs according to their 
comparative advantage: workers reap this gain in the form of higher wages 
obtained through search. Such a view suggests at least an equally Important 
role for employer search, since clearly. It too affects the matching process. 
Yet primarily due to the lack of data, research on employer search is not 
extensive. The purpose of this chapter Is to characterize employer search In 
. simple way -^nd to provide te- s of search theory utilizing a unique data set 
on employer se^^fh activity. This can be viewed as a first step toward a more 
complete invesrigitlon of' the Implications of employer search. 

A characterization of search by employers for new employees requires a 
broader view of search than that suggested by standard search theory. One 
Important change is to recognize that the time spent processing each applicant 
as w-U as the number of prospective employees screened by the employer are 
important measures of employer search activity. As Rees (1966) states, "a 
buyer can search at the extensive margin by getting a quotation from one more 
seller. He can search at the Intensive margin by getting additional Informa- 
tion-concerning an offer already received" (p. 560). The organization of the^ 
Chapter is as follows. Theoretical Framework outlines a model of employer 
search that incorporates both intensive and extensive search^ and discusses 
how these search variables relate to an employer's choices about information 
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production and to the resulting costs of selecting a new hire.^ The third 
part of the chapter defines operational measures of intensive search^ exten-* 
give search, aiid total hiring costs apd describes how these costs vary by 
industry and occupation. Part 4, Determinants of Employer Search and Hiring 
Costs> examines the effects <?f such factors as employer size, dismissal costs, 
unionization, on-the-job training, adjustment costs, and labor market condi- 
tions on intensive search, extensive search, and hiring costs. In the Conclu- 
sion, our findings are summarized, k number of implications of the findings 
are suggested, and future research possibilities are cited. 



1.2 Theoretical Framework ^ 

Consider an employer who seeks to fill a position. Following Lippman and 
»McCall (1981), it is assumed that the true present value of labor services of- 
fered by a new employee, V, is a random variable at the time the decision to 
hire is made. However, the ^ployer can alter the distribution of V through 
investments ,in the screening and interviewing of prospective employees • Fol- 
lowing Rees (1966), these investments are categorized as search at the inten- 
sive margin and search at the extensive margin . The magnitude of intensive 
search is measured by the quantity of information gathered concerning a typi- 
cal applicant.. The extent of extensive search is measured py the expected 
number of applicants seen prior to an employment offer. 

The search problem confronting the employer involves the choice of an 
amount of Intensive search and an amount of extensive search that will maxi- 
mize the expected present value of labor services of the person hired, E(V), 
minus hiring costs and the present value of compensation paid the new em- 
loyee. In the remainder of this chapter, we describe the hiring process, 
indicate what changes in the screening and interviewing procedure of an 
employer imply concerning intensive and extensive search, and relate inten- 
sive and extensive searcl] to hiring costs. The next section introduces 
empirical measures of intensive and extensive search. The stage is then set 
for a discussion of the determinants of employer search. 

Assume individuals apply for a position at intervals of average length 
T.^ The employer screens each job seeker to obtain the set of information 
denoted by vector Ig. The cost of screening an applicant is denoted by Pg*lQ> 
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where Pa is a price vector for the information obtained. The set of infor- 
mation obtained is summarized by an index referred to as the screening index 
of qualifications. 5 Employers follow the procedure that only individuals 
with screening indices meeting or exceeding a critical, or "reservation," 
screening index ate offered an interview.6 Let APERINT denote the expected 
number of applicants per interview offer; 1/APERINT then indicates the 
probability that an applicant is interviewed. 

During an interview, the set of information .denoted by vector Ii is 
obtained. The cost to the employer to interview an applicant <s denoted by 
Pl'Il, where pi is a price vector for the information obtained via an , 
interview. The set of information obtained through interviewing is. summarized 
by an index referred to as the interview index of qualifications. Only indi- 
viduals with interview indices that meet or exceed a critical, or "reserva- 
tion." interview index are offered employment. 7 Let NINTERVW denote the 
expected number of applicants interviewed prior to an employment offer. 

In the screening and interviewing activities of. an employer, an increase 
in the set of information obtained from each applicant screened, Ig, an 
increase in the'^W-tJ^ information obtained from each individual who is 
interviewed, li»^r a decrease in the expected number of applicants per 
interview, APERINT, implies greater intensive search. 8 Greater intensive 
search raises the expected present value of labor services. provided by the 
individual who is hired, E(V), by improving the accuracy in predicting the 
true value of labor services offered. An increase In the expected number of 
applicants per interview, APERINT, or an increase in the expected number of 
applicants interviewed prior to an employment off^r, NINTERVW^ Implies greater 
extensive searcS^.^ Either change increases the expected number of appli- 
cants interviewed prio^l^o an employment offer, NAPPLIC, and thus. raises the 
expected value of labor services supplied by the individual who is offered 
employment • 

Extensive and Intensive search affect not only the expected value of 
labor services of a new employee but also hiring costs. To formalize this, let 
DCOST denote expected direct cost of hiring. In general, 

(1) DCOST - COSTPERA • NAPPLIC • NOFFER, 
where COSTPERA is the expected cost of search per applicant, NAPPLIC Is the 
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expected number of applicants per employment offer and NOFFER denotes the 
expected number of employment offers made in order to hire one individual for 
"the position. An increase in intensive search raises the direqt hiring cost 

by increasing the expected cost per applicant, since 

t. 

(2) CpSTPERA - Pa -Is + (1/APERINT) - Pi'Ii- 

An increase in extensive search raises direct hiring costs by increasing the 
expected number of applicants per employment offer, NAPPLIC. 

When search is undertaken, an employer incurs not only direct but also 
indirect cos^s. Let^-v denote the indirect or opportunity cost per period 
associated with a position not being filled. The e ipecfed indirect hiring 
cost then equals v t^imes the expected length of time the vacancy remains 
unfilled. The expected duration of a vacancy is simply the product of three 
variables: T, the average time between applicants, NAPPLIC, the expected 
number of applicants per employment offer, and NOFFER, ,the expected number of 
offers to fill the position. Thus, indirect hiring cosC, ICOST, is given by 

(3) ICOST - V • T • NAPPLIC • NOFFER. 

Summing equations (1) and (3), one obtains the expected total cost to fill a 
position. 

1 : 3 Measures of Extensive Search and Intensive Search 

' An employer survey sponsored by the National Institute of Education and 
the National Center for Research in Vocational Education that was conducted 
between February and June 1982 provides the basis for analyzing employer 
search and hiring costs. Ei^h employer surveyed was asked about the 
screening and interviewing activity associated with the last employee hii^^d 
prior to August 1981.^^' The 2,264 employers who provided answers to a 
series of qufestions concerning the last person hired make up the sample hi 
employers whose hiring activity is to be examined. ^2 These employers \ 
answered questions on the number of individuals who applied for the position, 
the number interviewed; the hours spent recruiting, screening, and interview- 
ing applicants for the position and the number of offers made. From answers 
to such questions, measures of extensive search, intensive search, and hiring 
coats can be computed. ^-^ Consider first extensive search. 
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E xten sive Search 

Extensive search is ^suyed by the number of people who applied for the 
posit^^n per person offe^^d employment. It is computed as the ratio of the 
employment offers, made. This measure of NAPPLIC equals the number of appli- 
cants per applicant interviewed. APERINT. times the number of individuals 
interviewed per* employment offer. NINTERVW. Table 1-1 presents the above 
. measures of extensive search categorized by employers' industrial classifi- 
cation and by the occupation of the position filled. 

Table 1-1 indicates significant differences in extensive search across 
positions in different occupations or employers in diffe'rent industries, 
differences attributable to differences in likelihood an applicant is inter- 
viewed as well as to differences in the number of applicants interviewed per 
employment offer. Thus, in the subsequent tfests of the determinants of exten- 
sive search, the two components of extensive search. APERINT and NINTERVW. are 
considered separately. A second teason for considering these two components 
of extJnsive search separate^ly is that the number of applicants per interview. 
APERINT. is directly related to extensive search but is inversely related to 
intensive search. Thus, factors that increase both intensive and extensive 
search will have an ambiguous effect on APERINT. 

Intensive Search 

According to equation (2). a variable that reflects intensive search 
choices is COSTPERA. the average screening and interviewing costs per ap- 
plicant. A measure of this is the total number of hours spent by company 
personnel in recruiting, screening, and interviewing divided by the number 
of applicants for the position. Table 1-1 iridicates differences across 
industries and occupations in hours spent per applicant as well as in total 
hours spent recruiting, screening, and interviewing applicants. The total 
hours spent is a measure of the direct cost of hiring. DCOST. 

In subsequent discussions, differences in intensive search cost. 
N COSTPERA. will often be cited as evidence of differences in intensive search. 
From equation (2). this is correct only if we assume that all firms face the 
same vector of prices, and p,. for obtaining information during 
screening and interviewing. Making this assumption, we can obtain evidence on 
the relationship between intensive and extensive search. 1^ Interestingly. 



V 



ERIC ,34. 



• TABLE 1-1 

INTENSIVE SEARCH, EXTENSIVE SEARCH, AND HIRING COSTS 



Number 
of 



Number of 
Employees 
per 





NAPPLIC 


NINTERVW 


APERINT 


COSTPERA 


DCOST 


Employers 


Employer 


Industry 
















Mining and agrl. 


5.64 


2.56 


2.07 


1.^8 


6.98 


42 


131 


Construction 


5.06 


3.99 


1.76 


' 2.69 


8.23 ' 


154 


38 


Manufacturing 


13.18 


3.97 • 


8.75 


2.03 


11.64 


275 


167 


Transportation 


10.55 


4.41 


2.67 


2.51 


12.42 


96' 


94 


and utilities 
















Wholesale 


8.79 


6.19 


l.§7 


2.58 


12.81 


22i 


45 


Retail 


8.12 


4.37 


2.36 


1.53 


7.25 


712 


41- 


Fln« 1 lns« , and 


8:^04 


X45 


1.86 


2.61 


11.10 


165 


69 


real estate 




\ 
\ 












Other services 


3.31 


\ 

4.50 


Z. 1/ 




in 07 




46 


Total 


. 8.69 


4.48 


2.93 


2.09 


9.87 


2264 


64 


Occupation 




« 












Professional or 


7.03 


4.28 


' 1.58 


3.34 


15.71 


183 


64 


technical 
















Managerial 


7.83 


4.05 


2.24 


3.43 


16.99 


85 


74 


Clerical 


10.22 


5.81 


1.98 


2.10 


r?..9o 


539 


66 

** 


Sales 


9.64 


5.19 


2.18 


2.05 


10.60 


308 


39 


Service 


8.54 


3.86 


2.99 


1.48 


6.30 


427 


57 


Blue -co liar 


7.77 


3.66 


4.35 


1.99 


7.08 


722 


75 


Total 


8.69 


4.48 


2.93 


2.09 


9.87 


2264 


64 



Note: Since means reported are arithmetic means, the product of the mean of COSTPERA 
and~NAPPLIC does not necessarily equal the mean of the direct cost of hiring even If 
there was only one employment offer made. Note also that for the same reason, the 
product of the means of INTERVW and APERINT does not equal the mean of NAPPLIC. 
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there appears to be a trade-off between irvtenslve and extensive search. Spec- 
ifically, a 10 percent increase in the ^number of applicants seen per eniploy- 
mfent offer implies a decrease in the hours spent per applicant of 3.2 percent. 

We now turn to a discussion of how «nd whv extenMv^ «^.rrh «nd int.nsW. • 
the direct cost o£ hiring. " 

1.4 Determinants of Employer S- ^rrh and Hiring Costs 

Let Z denote a vector o£ variables that. In Influencing an employer's 
choice of intensive search costs and extensive search (measured by COSTPERA 
and NAPPLIC - APERINT -^INTERVW. respectively), affect the direct cost of- 
hint* as defined by equation (1). To obtain the effects of changes in ele- 
ments of Z on intensive search cost, on the components of extensive search. 
■ and on direct hiring cost', the foUowing equations are estimated: 

(4) In(COSTPERA) - 9^, + + e ^ . 

(5) In (APERINT) - + M + ^ 

(6) In(NINTERVW) - + M + G 

Let the number of offers per person hired be estimated by 

(7) In(NOFFER) « 9^ + BqZ + G . . . u 
The logaritha of total hours spent per applicant hired is then estimated by 

(8) In(DCOST) - Oc+^a+^i+^o) + (3c+3a+3i+3o)Z + ^ 

Table 1-2 provides a description of the variables involved in the estima- 
tion Of equations (4) through (8). Table 1-3 Summarizes the discussion to 
follow and indicates the predicted effect on intensive search cost, extens ve 
' search, and the direct cost of hiring of each variable 1. the vector o inde- 

4 u^ 7 Tflhle 1-4 presents an estimation of equations C^^ 
oendent variables. Z. Table i presem-o 

■ hrough (8). -For each variable, its effect on intensive sear^,; cost is g ven 
\, its coefficient i. equation (O. the sum of Its coefficients in e.-t - 
(5) and (6) indicates its effe.t on extensive search, and Its coefficient In 
equ^ttou (8) summarizes the net effect on direct hiring cost. 

in a recent article on the relationship between employer sl«; and wages. 
Mellow (1982) suggests that at both the establishment and the firm level, an 
increase in sl« "results In increased difficulties in monitoring worker per- 
formance" <p. 495). neater monitoring costs for larger establistaents or for 
firms with more than one plant imply an Increase in dispersion In the net ex- 
pected present value of labor services offered by a new employee. That any 

ER?C 8 36 



TABLE 1-2 



DESCRIPTION OF VARIABLES 

— ' ' ■ ] Mean" 

Variable (Staxidard . 

Namey Description Deviation) 

DCOST Number of. hours spent by company personnel recruit- 9.87 

Ing, screening, and Interviewing applicants to (17.16) 
hire one Individual for the position,^ 
(total number hours/number hired) ^ 

NAPPLIC Number of people who applied for the position per 9.22 

person hired (number of applicants /number hired) (23.17) 

INTERVW Number of applicants who were Interviewed for the A. 85 

position per person hired (number interviewed/ (8.55) 
number hired) 

NOFFER Number of applicants who were offered a Job per 1.08 

perso^ hired (number of offers/number Ijlred) (•42) 

fiOSTPERA Number of hours spent recruiting, screet^lng, and 2.40 

Interviewing per applicant for the position (A. 14) 
(DCOSTS/APPLIC) 

• APERINT Number of applicants per applicant Interviewed for 2.89 

the position (APPLIC/ INTERVW) . (^6.58) 

NINTERVW ■ Number of applicants Interviewed for the position 4.48 

per offer ( INTERVW/OFFER) (6.85) 

SIZE ■ Number of full and part-time employees at" the 63.58 

establishment during the vjeek of July 1, 1981 (235.65) 

OTHESTAB Equals one if company has a division or •26 
subsidiaries located In other af-eas 

FREQVISIT Number of people who came looking for work in the ^37 

/ past 10 days divided by current employment^ (1^01) 

FREQPHONE Number of telephone calls received from people ^64 

looking for work in the past 10 days divided ^ (3^02) 
' by current employment'^ 

UNION Proportion of current nonsupervlsory workers •0.9 

covered by collective bargaining (^27) 

TRAIN Measure of the total cost typically Incurred to 169,78 

train individual hired , for the position during (241.49) 
the first 3 months of employment' 
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Table 1-2 — Continued 


Variable 
Name 


Description 


Mean^ 
(Standard 
Deviation) 


PROPGEN 


Indicates proportion of skills learned by new 
emnlovees in the nositlon that are useful outside 
the company^ 


.70 
(.28) 


PARTTIME 


Equals 1 If usual hours worked per week at 
the position Is less than 30 


.14 


TEMPSEAS 


Equals one if position was supposed to be 

temDorafV ot* s^AsnnAl wVipn Inrilvldiial war H-ifen 


.15 


cosima:h 


Current cost of the most expensive machine 

n*>riril ii \x\ t'ViP f^nRlt'"4nn tiJrtifW f\x\ f\i^ tH t"Vin 

Equals one If there were more than one opening 
for th^ Dosltxon durlns the oerlod uhen the 
Individual was hired 


24,261,70 

(52 751. 58"! 


MULTOPEN . 


.13 


ADNOTICE • 


Equals one If there was any advance notice of 
the existence of the vacancy that was filled 


.53 


DIFFIR 


Equals one if a great deal of documentation or 
paperwork is required to fire an employee 


.11 


DIFFIRS 


Equals one if some but not a great deal of 
documentation or paperwork is required to 
fire an employee. 


.20 



^Means ate for the 2,264 employers in the sample that (a) had one or more employees 
during the week of July 1, 1981, and (b) provided information on the hiring process 
associated with the last position filled prior to August 1981 concerning DCOST, 
number of applicants, number interviewed, number of offers, and number hired. Zero 
answers for DCOST were assigned the value of one half, as were zero answers with 
respect to the number interviewed. In the few cases where the number of applicants 
was less than the number interviewed, the number of applicants was set as equal to 
the number interviewed* 

^Concerns last position filled prior to August 1981. Approximately 10 percent of 
employers hired more than 1 person. 

^Zero answers to the number of people who came looking were assigned the value of 
0.1 (before dividing by current employment). "Don't krt5w"and "not available" were 
assigned the mean value. 

^Zero answers to the number of telephone calls were assigned the value of 0.1 
(before dividing by current employment). "Don't know" and "not available" answers 
were assigned the mean value. 
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Table 1-2 — Continued 

^TRAIN Is a weighted aura of the total hours during the- first 3 months that the 
average* new employee in the position spends in training activities in which he 
or she i^ watching other peop; do the job rather than doing it her or himself 
(weight " 0.8), plus the total hours during the first 3 months typically spent on 
formal training possibly done by specially trained personnel (weight « 1.5), plus 
the total hours during the first three months that management and line supervisors 
typically spent away from other activities giving Informal individualized training 
or extra supervision (weight - 1.5), plus the total hours during the first 3 months 
that co-workers who are not supervisors typically spent away from their normal work 
giving informal individualized training or extra supervision (weight -1). "Don't 
know" and "not available" answers were assigned the mean value. If the sum was 0, 
TRAIN was assigned the values of 0.5. An upper bound of 520 hours was also set. 

^Obtained by assigning value of 0.9 to employers who said "almost all", 0.67 to 
employers who said "most", 0.33 to employers who said "some", and 0.1 to employers 
who said "almost none". "Don't know" and "not available" answers were assigned the 
mean value. 

8For those answering less than 5 or greater than 100., the values of 2 and 115 
were assigned. Otherwise, it represents the geometric mean of the interval chosen, 
where the intervals to choose from were 5-15 and 16-100. "Don't know" and "not 
available answers" were assigned the mean value.- 

^For those answering less than $2,000 or greater than $200,000, the values of ■ 
$1,000 and $250,000 were a.pslgned. "Don't know" and "not available" answers were 
assigned the value of $10,000. Otherwise, the value represents the geometric 
mean of the Interval chosen, where the intervals to choose from were $2-10,000, 
$10,000- 50,000, and $50,000-200,000. 
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TABLE 1-3 

• HYPOTHESIZED yrfFECTS OF DETERMINANTS OF 
EMPLOYEIf SEARCH AND HIRING COSTS 







Dependent 


Variable 






Intensive 
Search Cost 

Explanatory 

Variable* InCCOSTPERA) 


Applicants 

per ' 
Interview 

In(APERINT) 


Interviews 
per Offer 

In(NINTERVW) 


Extensive 
. Search 

ln(APERINT* 
NINTERVW) 


Direct 
Hiring ' 
Costs' 

ln(DCQ3T) 


- ! 

In(SIZE) 


+ 


? 




+ 


+ 

• 


OTHESTAB 


+ 


? 


+ 


+ 


+ 


DIFFER 


+ 








+ , 


DIP FIRS 


+ 




' + 




■ + 


In(FREQVlSIT) 






+ 


+ 


+ 


ln(FREQPHOi:E) 




+ 


+ 


+ 




In(TRAIN)* 
PROPGEN 

• 




> 

V, 


+ 


+ 


+ 


ln( TRAIN)' 
( 1-PROPGEN) 


+ 

• 






+ 


+ 

• 


InCCOSTMACH) 


+ 






+ 


+ 


PARTTIME^"^ 












. TEMPSEAS 




• 








UNION 


+ 




+ 


+ 


+ 


ADVNOTICE 


+ 


*^ ? 


+ 


+ 


+ 


MULTOPEN 
In(NCOMPET) 


? 




? 


? 


? 


ln(NCOMPET)« 
PROPGEN 


? 




? 


? 


? 


^Variables are 


defined In 


table 1-2. 
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TABLE 1-4 



ESTIMATES OF DETERMINANTS OF EMPLOYER SEARCH 
AND HIRING COSTS 







Dependent Variable^ 




_ 1 


Expanatory 
VairiaDle" 


Mean 


In(COSTPERA) 
(4) 


ln(APERINT> 
(5) 


In(NINTERVW) 
(6) 


rn(NOFFER) 
(7) 


In(DCOST) 

(0) 


In(SIZE) 


2.77 


-.032 


.074 


.067 


.003 


.111 






(1.67) 


(6.02) 


(3.99) 


( .72; 




CTHESTAB 


.26 


.012 


.004 


.247 


-.010 


• 254 






(.21) 


(.12) 


(4.93) 


V •oo) 




DIFFER 


.U 


.192 


.122 


.181 


.033 


.528 






(2.25) 


(2.28) 


(2.44) 




^ 5.69^ 


DIFFIRS 


.20 


.201 


.008 


.185 


•J 

' .024 


.418 






(3.26) 


(.21) 


(3.44) 


(2 .00^ 




In(FREQVISIT) 


-2.35 


-.048 


.037 


.031 


-.002 


.018 






(3.15) 


(3.82) 


(2.34) 




( 1 -09^ 

y 1. • J 


In(FREQPHONE) 


-2.13 


.004 


.018 


.013 


.002 


.037 






(.27) 


(2.05) 


(1.09) 






ln( TRAIN) • 


3.07 


.146 


-.011 


.103 


.006 


.244 


PROPGEN 




(7.04) 


(.82) 


(5.69) 


(1.47) 


/ 1 A TON 

(10.79) 


ln(TRAINO' 


1.28 


• .135 


.011 


.110 


.004 


.260 


(1 -PROPGEN) 




(4.40) 


(.56) 


(4.12) 


( .66) 


( / ./y ; 


la(COSTMACH) 


8.59 


.029 


.010 


-.002 


-.009 


.036 






(1.98) 


(1.11) 


(.14) 


( . 32) 




PARTTIME 


.14 


-.218 


.127 


-.184 


.020 


-.256 






(3.13) 


(2.89) 


(3.03) 




y J . JO ^ 


TEMPSEAS 


.15 


'-.181 


.029 


-.305 


-.011 


-.468 






(2.70) 


(.69) 


(5.24) 


(.87) 


(6.41) 


UNION 


.09 


-.217 


.242 


-.259 


-.032 


-.265 






(2.36) 


(4.18) 


(3.23) 


(1.83) 


(2.65) 


ADVNOTICE 


.53 


.017 


.093 


.205 


.001 


.316 






(.37) 


(3.17) 


(5.07) 


(.12) 


(6.24) 


MULTOPEN 


.13 


-.149 


.074 


-.100 


.051 


-.123 






(2.70) 


(1.66) 


(1.63) 


(3.79) 


(1.59) 
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Table 1-4 — Continued 



Dependent Variable^ 



Expanatory 
Variable^ 


Mean 


In(COSTPERA) 
(4) 


In(APE'RINT) 
(5) 


Ln(NlNTERVW) 

(0) 


In(NOFFER) 


In(DCOST) 
(8) 


In(NCOMPET) 


3.03 


-.042 
(1.08) 


• UUD 
(.24) 


.061 
(1.80) 


.005 
(.07) 


.014 
(.32) 


In(NCOMPET) • 
PROPGEN 


2.22 


.034 

(.68) 


• Oil 

(.56) 


(.90) 


.003 
(.34) 


.087 
(1.59) 


Constant 




-.741 
(4.52) 


.076 
(.73) 


.008 
(.06) 


.008 ■ 
(.25) 


-.650 
(3.64) 


r2 (adjusted) 




.05, 


.06 


.14 


.01 


.24 


Std. error 




1.09 


.69 


.95 


.21 


1.19 ■ 



HThe mean of In(DCOST) is 1.39. The mean of In(COSTPERA) Is 0.067. f 

In(APERINT) is 0.35. The mean of In(NINTERVW) is 0.91. The mean of In(NOFFER) Is 

0.05. The absolute values of the t-statistlcs Appear in parentheses. Regression 
results are for a sample size of 2,264 employers. 



Wariables are defined in table 1-2 
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mistake in "hiring is likely to Impose greater costs at larger firms leads 
larger firms to exercise more care In selecting new employees. Thus It Is 
hypothesized that extensive search, Intensive search cost, and direct hiring 
cost will be greater at larger firms. Ambiguity does exist with respect to 
the predicted effect of firm size on the number of applicants seen "per in- 
terview, since it is negatively related to intensive search but positively 
related to extensive search. 

The above hypotheses were tested by examining the effect of two measures 
of size, In(SIZE) and OTHESTAB. In(SlZE) denotes the logarithm of the number 
of employees at the establishment as of JuXy 19^1. OTHESTAB is a dummy var> 
. able equal to one if the company has other divisions or subsidiaries located 
out of the area. 

The evidence indicates that employers of larger establishments do, in 
fact, engage in iaore extensive search. A doubling in the establishment size 
increases both the number interviewed per offer and the number of applicants 
per applicant Interviewed by approximately 5 percent, and thus increases the 
number of applicants per offer by approximately 10 percent. However, the 
number of hours spent per applicant unexpectedly falls by over 2 percent. The 
net effect on the direct cost of hiring is that it increases approximately 8 
percent with a doubling in the size of the employer. Consistent with greater 
monitoring costs, companies having other establishments outside the area have 
29 percent higher direct costs, reflecting greatep^ extensive search, specifi- 
cally an increase in the number of applicants Interviewed per offer. Inten- 
sive search in terms of the number of hours spent per applicant Is not changed 
by being part of a larger company. 

These findings, although, in general consistent with the theory, have 
two peculiarities: the large positive effect of establishment size on the 
number of applicants per interview and the negative effect of establishment 
size on intensive search cost. This suggests a second complementary rationale 
to explain why larger establishments invest greater resources in recruiting 
and selecting workers. Specifically, assume that larger establishments are 
more likely to have individuals who specialize in the screening of applicants. 
Due to specialization, the price vector for information obtained from each 
applicant, Pg, is lower. ^7 According to equation (2), a lower Pq reduces 
the marginal cost of information obtained on^each applicant, Ig. One thus 
O expects Iq to increase, and this Increased information obtained at the 
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application stage to substitute for information gathered via an Interview. 
This ie^as to the prediction that larger e&cabllshments will gather less in- 
formation by interviews and will have ^ lower probability of interviewing an 
applicant (i.e., an increase in the expected number of applicants seen per ap- 
plicant interviewed). The net effect on Intensive search cost, COSTPERA, Is 
unclear, although a reduction is now not unexpected. 

t 

Lippman and McCall (1981), in examining the implications of the existence 
of belated information on the optimal search strategy, argue that in en- 
vironments in which belated information exists (In our case, information Is 
obtained by- the employer on the productivity of the new employer after the 
hiring decision is made), if turnover Is not permitted then the "searcher. . . 
is more careful in his irrevocable decision making" (p. 142). Thus, indepen- 
dent of any difficulties in observing a wo»rker'8 contribution, if employers 
find it difficult to react to a mistake (i.e.,. to fire an individual whose 
discovered productivity does not exceed the compensation package), then mis- 
takes will be more costly. As a result, such employers are hypothesized as 
engaging in more extensive search and intensive search prior to hiring, and 
thus incur greater direct hiring costs. 

The predictions of the effects of f Iring , difficulties on employer search 
and hiring costs are confirmed by the evidence. Employers who state that a 
great deal of documentation or paperwork is required to fdre an employee 
(DIlfe^IR - 1) have a 70 percent higher direct cost of hiring. This reflects a 

21 percent increase in hours spent per applicant and a 35 percent increase In 

applicants. per employment offer. Employers who state that some but not a 
\ 

great deal of documentation or paperwork is required to fire an employee 
(DIFFIRS - /) Incur 52 percent greater direct hiring costs. This reflects a 

22 percent increase in hours spent per applicant and a 21 percent increase in 
the number of applicants per employment offer. 

Mortensen (1970) argues that one response of an employer to an increase 
in output demand is to lower the minimum skill requirements ^n hiring. One 
would predict changes in labor market conditions to have similar effects on 
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employer search. At the time of the survey each employar was asked "during the 
past 10 days, how many telephone calls did you and yojur personnel office re- 
ceive from people seeking work" and "during the past 10 days, about how many 
people came to your company looking for work." Division of each of these by 
the current number of employees and taking the logarithm generates two mea- 
sures, In(FREQPHONE) and In(FREQVISIT) , of the flow of individuals seeking 
work at the firm at the time of the survey. If differences across employers 
in In(FREQPHONE) and In(FREQVISIT) tend to remain constant over time, then 
these variables indicate the flow of applicants to the employers 
at the time a new employee was hired. 

An increase in the flow of applicants to an employer reduces T, the 
average time between applicants. According to equation (3), a reduction In T 
lowers the increment in the Indirect cost of hiring to on increase in exten- 
sive search in terms of the expected number of applicants per employment of- 
fer, NAPPLIC. Thus, we hypothesize that the components of extensive search 
are related directly to In(FREQPHONE) and In (FREQVISIT) , as employers raise 
their minimum skill requirements in response to an increased flow of iappli- 
cants. On the other hand, intensive search costs are expected to fall with 
increases in In(FREQPHONE) and ln( FREQVISIT) , as extensive search is substi- 
tuted for intensive search^ The net effect on the direct cost of hiring is 
ambiguous, although the sum of direct and indirect hiring costs must fall. 

The evidence indicates that extensive search does Increase with an 
Increase in FREQPHONE and FREQVISIT. However, an increase In the fate of 
telephone calls increases the number of applicants per interview but not the 
number of interviews per employment offer. On the other hand, an increase In 
the rate of visits by job seekers increases not only the number of applicants 
per Interview but also the number interviewed per employment offer. Thus, as 
one might expect, employers' extensive search choices are more responsive to 
changes in the number of individuals who visit the employet seeking work than 
to changes in the number who telephone the employer seeking work. This is 
also true with respect to uhe substitution of extensive search for intensive 
search. A greater flow of applicants visiting the employer reduces the aver- 
age time spent with each applicant, while a greater rate of telephone calls 
does not significantly alter the investment in intensive search. 



ERIC 



Now, consider the effects of on-the-job training. If training is Impor- 
tant, there will be greater dispersion in the distribution of the present 
value of labor services offered by individuals applying for a particular posi- 
tion. Since the wage profile specified for the piSsition does not perfectly 
reflect the actual increases in productivity, increa&ed training implies a 
larger gain to additional information gathered by Intensive and extensive 
search. We therefore hypothesize that the firm will be more careful in 
selecting new employees when the job requires a great deal of on-the-job 
training. ' Let InCTRAIN) denote the logarithm of the weighted sum of different 
types' of informal and formal training typically aasociated with the position 
during the first 3 months of employment. The prior discussion leads to 
the hypothesis that In(TRAIN) is directly ^related to extensive search, inten- 
sive search, and the direct cofet of hiring. 

Thi variance of the difference between the value of labor services re- 
ceived and the wage paid will be particularly gr§^t if the training is spe- 
cific to the firm. 21 Thus training that is predominantly specific to the 
firm should lead the firm to take great care in hiring and engage in extra 
extensive and intensive search. Thus, in estimating equations (4) through 
(8), In(TRAIN) is interacted with PROPGEN and (1 - PROPGEN), where PROPGEN 
denotes the proportion of skills lerned by new employees in the position that 
are useful outside the company. 

m 

The evidence indicates that an increase in either general or specific 
training raises the direct cost of hiring by increasing extensive and Inten- 
sive search. Unexi)ectedly, the effects of specific and general training on 
Intensive and extensive search are very similar. The number of applicants per 
employment offer rises approximately 1 percent given a 10 percent increase in 
either general or specific training, while the hours spent per applicant rise 
by over 1 percent given a 10 percent Increase in either general or specific 
training. One interpretation of general training having an effect similar to 
specific training on hours spent per applicant Is that, with general training, 
the hours spent reflect not only greater employer search but also the increas- 
ed gathering of Informatloit by applicants on the Investment opportunity (gen- 
eral training) offered. 
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Like training . larger physical capUal Inputs .utilised by a worker -lay 
increaae the dlepereloa In the net preaent value of labor services offered. A 
measure of the physical ^capital Input. COSTMACH. Is computed fro. the answer 
to the question "If it were purchased today, what would be the cost of the 
most eKpenslVe nachlne people. In this position work on or with." As expect- 
ed, the greater the expense of the machine individuals work on or with, the 
greater the time enpVoyers devote to recruiting, screening, and Interviewing 
applicants. Interestingly, the close to 3 percent Increase in direct hiring 
cost associated with a doubling In the ibs^ of the machines worked on or with 
occurs primarily du.. to an Increases in intensive search (i.e.. in hours spent 
per applicant). The number of appllcantc seen is not significantly affected. 

Other variables that are directly associated with the dispersion of the" 
net present value of labor services offered are the expected tenure of the 
employment relationship and the Intensity of the employment relationship. 
PARTTIME denotes a position in which a typical week is less 4:han 30 hours 
and TEMPSEAS denotes a portion that is temporary or seasonal in nature. We 
hypothesize that either variable will be Inversely related to Intensive 
search, extensive search, and dlrfect hiring cost. 

• 

As expected, the number of hours spent per person hired is 23 percent 
lower if the position is part-time. This reflects a 20 percent drop in in- 
tensive search costs (hours spent per applicant) and a 6 percent drop In 
extensive search (the number of applicants seen per offer). Note that the 
fall in extensive search reflects a drop m the number of applicants inter- 
viewed per Offer that offsets an increase in the number of applicants per 
interview. Similarly, hours apent per person hired is 37 percent lower if 
the position is a temporary one. This is due to a drop in the hours spent per 
applicant of 17 percent and a fall in the number of applicants per offer of 24 
percent • 

Btown and Medoff (1978) suggest that employers may respond to the higher 
employee compensation package imposed by a union by hiring higher-quality 
workers. They express reservations concerning this view, but suggest that the 
issue "should be studied in greater detail. (t„ part by utilizing) data sots 
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which provide additional measures of labor quality" (p. 375). The vari- 
able UNION denotes the reported proportion of workers covered by collective 
bargaining agreeoents. An incr<.«sc^ in tho rroportion oovpvp.i i. lUpu »o 
. reflect an increased probability that the position filled is^a unionUt?d 
po&itiou. Following Brown and Medoff. we hypothesize that the variable UNXpN' 
should be directly related to extensive search, intensive search, and direct 
hiring cost, as employers seek higher-qu^aity workers for unionized positions. 

Surprisingly, the evidence indicates that direct hiring costs are lower 
for unionized jobs, due to reductions in the hoursVspent per ap^pHcant, the 
number interviewed per offer, and the number of offers per'hire. Offsetting 
thi^ to some degree is a higher number of apiJlicants evaluated per appllkrant 
interviewed. 2ii Potential explanations of this are (1) search activity b^, 
the union has been neglected; (2) self-selection occurs whereby only high 
quality job seekers apply because unionized employers are Inown to hire only 
high quality individuals; and (3) the higher compensation of unionized posi- 
tions alters the behavior of workers (i.e., reduces the likelihood of quit- 
ting) in such a way that it reduces the gain to additional search that derives 
from discovering individuals possessing preferred characteristics (i.e., 
greater employment stability). 

Advance notice of s vacancy (ADVNOTICE - 1) means that for at'least a 
while extensive search incurs no indirect costs. This should allow the firm 
to review more applications and interview more people. As expected, advance 
notice of a vacancy raises direct hiring costs (although the implied sum of 
direct plus indirect hiring costs is lower), specifically by raising extensive 
search— toth the number of applicants seen per interview and the number inter- 
viewed per offer. 

There .s likely to be diminishing returns to recruitment investments and 
intensive search, so employers with multiple openings (MULTOPEN - I) will face 
high marginal search costs and consequently invest less in search. Un,ixpect- 
edly, the existence of multiple openings does not significantly reduce exten- 
sive search. However, the existence of multiple openings does reduce the hours 
spent per applicant. It is evident that less is invested in search prior to 
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an employment offer when the eniployer has multiple openings. This is consia- 
tent with the hypothesis that higher adjustment costs are associated with a 
more rapid increase in employment (see, for example, Mortensen 1973). This 
follows since the reduced care t:aken to locate an acceptable new employee by 
a firm with multiple openings imposes costs on the firm in terms of a lower 
expected contribution to output from the additional worker. 

Two variables whose effects are difficult to predict are the logarithm of 
the number of ot^er employers in the area who require skills learned by the 
new employee, In(NCOMPET) , and this variable weighted by the proportion of 
skills learned that are useful outside the company, ln(NCOr.PET) • PROPGEN. 
Ono could argue that the greater In(NCOMPET), and especially In(NCOMPET) • 
PROPGEN, the greater the fi,ow of potentially qualified applicants to an em- 
ployer. This implies lowers costs for ih^reased extensive search. On the other 
hand.Vthe increase in the number of alternative employers who require the 
skills taught by the employer would tend to increase the likelihood of quits, 
reducing expected tenure, and thus, the gains to extensive and intensive 
search by the employer. Yet, the increase in the number of such alternative 
employers might increase not only the mean quit probability of an applicant 
but also the dispersion of this quit probability across potential applicants. 
This would provide an incentive for the employer to seek additional informa- 
tion on applicants to alter the quit probability. The evidence is that nei- 
ther variable has a significant effect on intensive search costs, extensive 
search, or the direct cost^of hiring. 

The specification of equations (4) through (8) reported here excludes oc- 
cupational and industrial dummy variables, since no immediate Justification 
for their inclusion is apparent. Specifications including occupational and 
Industrial dummy variables were also estimated and the findings remained 
essentially unaltered. 23 The search process to fill a managerial or pro- " 
fessional/ technical position is considerably more intensive (50 percent) than 
the process for filling a blue collar position. It is not, however, more 
extensive: the number of applicants per interview and the number of in- 
terviews per offer are essentially the same. Filling a clerical position 
typically requires 17 percent more time per applicant and 40 percent more 
interviews per offer than filling a blue collar position. Sales positions do 
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not require a more Intensive search process but the number of interviews per « 
hire are typically 2B percent higher than for blue collar positions. The 
extent and Intensity of the search process for a service occupation Is very 
similar to that for a blue collar position* 

1*5 Conclusion 

In the le.bor market, i;^e screening and Intervlefving activity of employ* 
ers prior to a* new hire plays an Important role in determining the matching of 
workers across firms and tasks* Ulri-ng costs also detemlne to some degree 
the fixity of labor* Yet^ with the notable exception of 'Rees and Shultz . 
(1970), a systematic study of employer search activity and hiring coots has 
been lacking* ^ Utilizing an extensive new data source that was designed In 
part to solicit information on the nature and degree of employer search, this 
ohapter fills the volif* While many unanswered questions remain, the^ following 

findings have emerged: 

* > • 

• Employers engage in both extensive .and intensive search, whlch^ Involves 
an average^n4.ng applicants per Job offer and spending per appllant over 
two^^hoTUts of company personnel time In recruiting, screening, and inter- 
viewing actlvltlefs* 

• Employers appear to trade off intensive and extensive search* 

• JLarger employers engage in more extensive search (more applicants per 
offer) but less intensive search (fewer hours spent per applicant)* 
Total hours spent to fill a position are on net higher for larger 
employers* 

• Increases in the flow of Jo^b seekers phoning or visiting *the firm result 
in greater extensive search, with some substitution of extensive for 
intensive search* 

• Employers choose less intensive and extensive search to fill part-time 
and temporary or seasonal positions* 

• Employers offering more training search both more extensively and 
intensively. "^"^ 

• Employers with a greater proportion of their work force unionized. spend 
fewer hours searching » although they do sec more applicants per inter** 
view* 

• Employers wittu>ddvance notice of a vacancy search more ^ktenslvely* 

• Employers who face greater costs of dischargliig employees are more 
careful About who they hire and demonstrate this by investing greater 
resources in both extensive and Intensive search* 
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The important Impiicatlon of these findings for the management of schools 
will be discussed in chapter 4 so they are not d-eveloped here. The study also 
has a number of implications for general research on the job search/hiring 
process. For instance, the evidence presented in this chapter suggests that 
the higher wages occurring at larger plants and at larger firms Is in part due 
to a propensity to hire workers of higher quality— as Indicated by the greater 
search undertaken by such employers. The effect of size is st^rengthened if 
there are controls for industry and occupation, a doubling of establishment 
size increases direct hiring costs by approximately 14 percent, the 'number of - - 
applicants seen per" interview by 6 percent, and the number of individuals 
interviewed per employment offer by 7 percent. Firms with more than one 
establishment incur 40 percent higher direct hiring costs, reflecting again 
greater extensive search. 

Employer search appears to be no greater for union than for non-union 
workers'. This result Is consistent with Brown and Medoff's evidence that 
union workers do not differ In ■ lallty from nonunion workers. Finding a 
positive relationship between the difficulty of firing a worker and employer 
search provides support for the belated information search theory offered by 
Lippman and McCall. The fact that employers are less careful in screening 
applicants when faced with a lower applicant flow supports Mortensen's 
hypothesis of changes In hiring standards In response to changes in output or 
labor market conditions. The less careful search by employers with multiple 
openings provides evidence of labor adjustment costs that Increase with the 
rate of change in employment. Finally, the evidence that positions involving 
greater training are positions for which employer search Is greater suggests 
one must be careful in interpreting the results of training, either general or 
specific, on the' wage profile. Specifically, we argue that increased train- 
ing raises the gains to a more careful search if training and ability are 
positively correlated^ Thus, a comparision of the experience of two individ- 
uals with different on-the-job training will tend to overstate the return to 
the additional training since the individual who receive^ greater training is 
likely to have been more carefully selected by his or her employer (and there- 
fore of somewhat greater ability). 

SI 
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There are at "leaot two Important extensions to the analysis In this 
cnapc.r. First, ^ ^H^fUi l|«*«tif^ * ^^^^^ 

Information-gathering activity of an employre prior to hiring. Important 
attributes of this search process are thus neglected. For instance, Cur 
measure of intensive search, hours spent per interview, Ignores differences 
m information about an applicant that might arise given the source of ap- 
plicants. Thus, our analysis cannot take into account Granovetter ' s (19/4) 
suggestion that information available on an applicant is. viewed by employers 
as "better" if the individual became -acquainted with the job opening by 
"personal contact" (e.g., is a referral from a current employee). This 
possibility is examined in the ndxt chapter. 

A second important extension of the analysis in the paper is suggested by 
its focus on differences in the resources employers devote to the search for 
new employees. Suppliers of labor also incur costs to locate a suitable em- 
ployer, and these search costs contribute to the degree of fixity of labor as 
well. For instance, Barron and Mellow (19/9) discusa differences in hours per 
week unemployed job seekers spend searching. Grano/etter, in a more indepth 
study, considers the various methods job seekers ^ploy to obtain information 
leading to emoloyment: An extension of work in this area would involve a 
shift in focus away from either employer hiring activity or worker job-seeking 
behavior to consider the jol^matching process and the interrelations that 
develop m the matching of jobs and workers. The recent theoretical paper by 
Ramaswami (l^W) is an important contribution to this endeavor. It is inter- 
esting to note that our preliminary finding (see footnote 23) of a positive 
correlation between the starting wage and employer extensive search, other 
things equa.l, i. consistent with Ramaswami' o hypothesis that employers who 
engage in more extensive search must compensate applicants for the reduced 
probability of an employment offer. 



^ 52 

ERIC 2A ^ 




o 

ERIC 



FOOTNOTES 



1. Recent empirical teste of job search theory include Black (1980), Yoon 
(1981), Kahn and Low (1982), and Fllnn and Heckman (1983). 

2. The model draws upon the recent work in search theory by Llppman and 
McCall (1981), which considers search when information is incomplete at 
the time the decision to act (in our case, hiring a new' employee) is 
made. Other theoretical papers that address this ipsue in the context of 
Job search include Johnson W78) and Borjas ajid Goldberg (1978). 

3. Walter Y. 01 (1960), in a seminal paper, develops the implications of 
fixity of the labor input. Analogous to Tobin's "q" in capital invest- 
ment decisions, Oi'e "q" measures the degree of fixity of the labor input 
by the difference bfitween an employee's value of marginal product apd the 
wage. This discounted difference reflects, in part, hiring costs. 

4. Specif ically, , it is assumed the length of time between applicants is 
exponentially distributed, with 6 denoting t^ constant probability of 
an individual applying for employment during V very small tine interval 
and T - 1/e. 

5. Typically, this information is obtained from an application form. The 
choice of Information that makes up a set of qualification measures and 
the method of combining such information into a one-dimensional neasure 
to aid in the prediction of V are optimization problems not dealt with in 
this paper. The screenine/ literature argues that education may h t one 
variable that enters sjjcl/ an optimization problem (see, for example, 
Spence 1973 or Stiglitz 1978). 

6. It is assumed that the expected value of labor services offered by indi- 
viduals with a screening index of qualifications, Qgdg), at least as 
great as the reservation screening index, qg, is increasing in qg. That is, 

8E(VlQg(lg)>qg)/ 9qJ>6. The sequence of screening applicants prior to 
interviewing implies that the cost to an employer of aninterview is high 
relative to the cost of screening an applicant using an application form. 

7. It is aseamed that the expected value of labor services offered by indi- 
viduals with an interview index of qualifications, Qi(Ii)» at least 

as great as the reservation interview index, qj^, is increasing in 
qf. That is, 3E(V|Qi(Ii)>_q*)/ 9q*>0. 

8. A decrease in the expected number of applicants per interview reflects a 
decline in the reservation screening index. It is aseumed that in the 
a(^eening and interviewing process, decision rules made prior to search 
with respect to information sets and reservation qualification indices 
are not altered during the hiring process. 

9. An Increase in APERINT reflects an increase in the reservation screening 
index, while an Increase in NINTERVW reflects an increase in the re- 
servation interview index of qualif ication. 4 Note that an increase in 
APERINT, holding constant NINTERVW, implies that the reservation 
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interview Index of qualifications, qi, is appropriately changed 
(Increased), since with more extensive screening It Is more likely that 
an Individual interviewed will have qualifications that equal or exceed a 
given reservation interview Itidex of qualifications. 

10. The survey represents the second wave of a two-wave longitudinal survey 
of employers from selected geographic areas across the country. The 
first wave, not utilized In this study, was funded by the U.S. Depart- 
ment of Labor to collect data on area labor market effects of Its Em- 
ployment Opportunity Pilot Project (EOPP). The survey encompassed 10 
EOPP pilot sites and 18 comparison sites selected for their similarity to 
the pilot site. The survey design specified a strategy of oversampllng 
firms with a relatively high proportion of low-wage workers. The second 
wave made an attempt to Interview all of the respondents In the first 

• wave survey. About 70 percent of the original respondents completed 
surveys for the second wave. The data collected by this second wave 
survey on the circumstances surrounding a recently hired worker are more 
extensive than those available In the first wave, or in any otljer data 
set known to the authors. 

\ 

11. In the bulk of the sample, the respondent was the owner/ manager of the 
e^t^abllshment. In large organizations, the primary respondent was the 
per^n In charge of hiring, generally the personnel officer. When the 
primary respondent was unavailable to answer a question, he or dhe was 
asked If someone else In the organization would have the Information and 
that part of the Interview was completed with this other official. Other 
respondents were controllers, wage and salary administrators, and line 
supervisors (for questions about a particular recent hire). A copy of, 
the complete questionnaire as well as other related Information Is 
available on request from the authors. 

12. A total of A47 employers responded that ^hey had hired a new employee but 
did not have complete Information on the -hiring process, and so 

were excluded from the sample. 

13. Note that the sample Is representative of the hiring activity of a group 
of employers, not the hiring activity associated with the employment of a 
group of job seekers during a specified time frame. The sample most 
likely underrepresents larger employers If the eaployment of a group of 
Job seekers over a specified period of time were to be considered. 

14. Specifically, assuiae the relationship between Intensive and extensive 
search' Is of the form COSTPERA - ^(NAPPLIC^n . If th6 Intensive and 
extensive search choices are not corielated, then n - 0 and an estima- 
tion of the logarithm of equation (1), excluding ln( COSTPERA) , should 
yield a coefficient on In(NAPPLIC) not significantly different from 1. 
This presumes In(NOFFER) Is Independent of the other components of dir- 
ect hiring costs. On the other hand, If there Is an Inverse relation- 
ship between Intensive and extensive search (n < 0), then the estimated 
coefficient on In(NAPPLIC) should be significantly less than V. 1 minus 
the coefficient then provides an estimate of n, the elasticity of. sub- 
stitution between intensive and extensive search. ' The regression 
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results are 
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ln(DCOST ) - .A7 .65 In(NAPPLIC) 
NOFFER (.032) (.018) -2 

N " 2264 

where the uuinbers In parentheses are standard errors. . 

15. Note that to some extent the existence of measurement error strengthens 
the claim of a trade-off between intensive search and the extensive 
search. This follows since NAPPLIC is computed as the ratio oi the total 
number of applicants to the number of offers; thus, measurement errors 
can bias the coefficient on ln( NAPPLIC) toward one. 

16. Note that regression (8) provides no new information over that contained 
in regressions (4) through (7). 

17. This approach to the effect of firm site is suggested in Barton and 
Mellow (1982). 

18. The increase in the expected number of applicants seen per applicant in- 
terviewed will increase extensive search; however, unless COSTPERA falls 
dramatically, this argument suggests a fall in the number Interviewed. 

19. The variables we would prefer to include in the regression are the auto- 
nomous flow of job seeker contacts at the time of the hiring event * By 
autonomous we mean uninfluenced by the firm's recruitment policies. In 
fact, however, the time period for which the flow of job seeker contacts 
is measured is between 6 and 24 months after the hiring event being stu- 
died, and these flows respond both to the long term recruitment policies 
(e.g., whether applications are stockpiled, choice of advertising mode 
when there Is a vacancy) of the firm and the employers current circum- 
stances and behavior (e.g., number of vacancies, recene advertising ef- 
forts, whether phone callers are being encouraged to visit) (see Bishop, 
Iftarron, and Uollenbeck 1983). If these flows had been measured at the ^ 
time the hiring decision was made, there would have been an endogeneity 
problem that would have positively biased their coefficients (employers 
thac wanted to engage in a very extensive search may invest in greater 
advertising to generate a larger flow of job Seekers). Since, however, 
the time periods are ao different, the negative bias produced by random 
measurement error is likely to be much more significant than the positive 
bias Introduced by endogeneity. Dropping FRF,QPHQNE and FREQVISIT ttom 
the regressions does not significantly alter our other findings. 

20. The conatrucuion of these two variables is described in table 1-2. The 
weights chosen for the different components of training reflect hypothe- 
sized relative costs. Note that the effect of training is not sensitive 
to changes in the weights or to the interacting of training with PROPGEN. 
Specifically, each component of training has a significant positive 
effect on the direct cost of hiring. 
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21. Note it is assumed that even our measure of general training is not com- 
pletely general since costs exist with respect to the providing of Infor- 
mation to other employers on the outcome of one employer 
productivity. The general training models typically downplay the perva 
sive nature of such informational costs. For evidence that individual 
differences in productivity at a firm are not fully reflected in the 
compensation awarded the individual, see Bishop and Stevenson (1982). 

22. Note that the effect of UNION is not significantly changed if industry 
anfoccupation variables are included, no. if a variable interacting the 
construction industry with the union variable is included. 

23 ' Also excluded from the regression results reported were estimations that 
fncluded variables indicating the existence of « P"^f f ^ fli^?' 
duration of a probationary period, the annual quit rate J^^/^f ' 
and the 'starting wage. These variables ^J^^^^^^^^^^^", Inclusion 
that eudogeneity problems, are more severe with such variables. 1"*=^""°^ 
• ofihe Mrst thLe variables does not alter the "P"'^^"^ ^th the 
estJngly, the lack of a probationary period has no association with the 
d?recf cos^ of direct hiring because a rise in the hours spent per appli- 
cant is offset by a fall in the number of applicants per employment 

offer. For employers with a P^^f ^°-'^^P«J°t^t^h^«h^r'^irect-h!r^^^ 
tion of the probationary period is associated with higher ^i«^J 
costs as employers spend more hours with each applicant. ^"^P^J^J^jy» 
differences in quit rates across employers are uncorrected with differ 
• eices in search'behavior. On the other hand, a 10 percent increase in 
the starting wage is correlated with an increase in the f^^^' f 
hlrinP of 3.2 percent, ever though the number interviewed per o^er is 
2^2 percent loSer; moie than compensating is a 6 f ^""^ . ^-^-^^^.J^.^^ 
hours spent per applicant (intensive search costs). W^^^ the inclusion 
of starting Sge, In(COSTMACH) no longer significantly affects the direct 
cost of hiring* 
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CHAPTER 2 

WHY DO EMPLOYERS PREFER INFORMAL RECRUITMENT MECHANISMS? 

John Bishop 

I* 

V 
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2.1 Int roduction 
4 — — — — 

A number of studies have found that one of the most effective methods 

of obtaining a jpb is to apply at firms suggested by friends or relatives. 

Even though only U to 17 ptM-c<?tit uncaiU^*) i*^ fCiU't l8 f€rc*>^ •f 

employed job seekers are using this method at any point in time, 26 percent of 
all workers reported that they found their job through a contact suggested by 
a friend or relative (Roaenfeld 1975, see table 2.1). In the National Center 
employer survey, 41 percent of a random sample of recent new hires were 
friends or relatives of the owner, a current employee, or referred by a friend 
or relative. In the Employment Opportunity Pilot Project household survey, 
friends and relatives suggested only 8.8 percent of the employer contacts made 
by job seekers, but these contacts were responsible for 17.6 percent of the 
jobs that were obtained. 

These studies have also found that making applications through the em- 
ployment service is a rather ineffective method for obtaining work. Even 
though 28 to 33 percent of unemployed job seekers and 25 percent of employed 
Job seekers report using the employment service, only 5.1 percent of those 
with jobs reported they found their last job through a referral from the em- 
ployment service. Referrals by private employment agencies and schools also 
account for only a small number of the jobs that are found. Of firms with one 
or more vacancies at the time of the interview, only 21 percent had listed 
thetr job with the employment service at some time in the previous 2 weeks and 
only 17 percent had listed it with either a union or a private employment 
agency. In contrast, 48 percent of the employers had-^nounced their vacan- 
cies to current employees and 44 per.'.ent had not requested any referrals and 
had neither announced ^nor advertised their vacancy.^ 

Employers Invest resources in the recruitment and selection process be- 
cause they expect it will enable them to hire better workers. Choosing the 
optimal mix of recruitment strategies involves weighing the benefits (i.e., 
high-quality workers) of each strategy against its r Employers seldom 

invest in all of the recruitment channels that are a. ' -ble to them. One 
factor that may contribute to the employer preference for informal over formal 
recruitment channels is the lower cost of informal recruitment channels. A 
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TABLE 2-1 
JOB FIIOINS METHODS. 



P%rUnf FIndlnfl 
Job by thU Method 


Parcmt Using Method 


!W! Ig73 — 

Enployor Itorkar 
Survey* Survty^ 


JOD Emp loyod Unonp I oyoo 
Ffndfrs Job Job sosksrs 
I973B Ssoktrs^ l/74« l/Bl^ 



Ratio of 
Percent Contecte 
of Al I to Jobs 
Conteett* Found* 



Friend • 

Job et their f Ira. 

Other Job 
Reletlve 



31.4 

N/A 



12.4 
5.5 




13.7 17.3 



8.8 



Job et their firm 


10.1 


6.1 


28.4 J 












Other Job 


N/A 


2.2 


27.3 












Apply Directly 


24.8 


34.9 


66.0 


69.9 


70.5 


79.6 


38.4 


51 


Newspeper Ad 


11.6 


11.8 


5O.0 


25.3 


28.0 


33.3 


31.5 


96 


Employfnent Service 


3.6 


5.1 


33.5 


10.4 


26.1 


24.2 


10.5 


29 


Private Emp I. Agency 


2.7 


5.6 


21.0 


5.5 


6.8 


5.5 


2.2 


32 ' 


School 


3.7 


3.5 


12.5 >| 








1.1 


20 


Union 


.7 


1.5 


6.0 


I" 


8.2 


5.0 


.9 


24 


Employer 


5.6 


N/A 


N/A 








N/A 


N/A 


Other 


5.6 


11.4 


N/A > 








6.7 


35 


Total 


100 


100 










100 


1 



" National Center Employer Survey 
° Rosenfeld (1975, pp. 39-43). 

c Rof enfold (1977, pp. 58-62). V . 

^ Employment and Earnlnga (1974, table A 15); Employment and Earntnga (1983, table A 19)>-^ 
• Tabulations of the Employment Opportunity PI loT'ProJect Houeehold data graciously 
provldad by Mike Keeley of SRI International. * 
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good measure of hiring cost is the total number of hours spent recruiting, 
screening, and interviewing to fill one position. There is a strong relation- 
ship between the measurk of hiring coits and the recruitment source of the 
person hired (see table 2-2). 
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TABLE 2-2 
HIRING COST BY RECRUITMENT S0URCe2 



T-Statistic 



/ for Difference 
Recruitment Strategies ' from Walk-in 



Union referral 

Relatives of current employee 
Friends of current employees 
Walk-in 



3.8 2.86 

6.1 ^.33 

8.3 1.24 

9 



r 1 1^.2 1»<57 

School referral ^^'^ ^ 

Employer referral J^.O ^.^^ 

Employment service referral 
Private employmeht agency referral 
Other goverranent agency referral 
Newspaper ad 



14.8 3.71 
15.6 3.56 

17.9 3.71 
•^21.9 10.35 



Note: Hours spent. recruiting, screening, and interviewing were pre 
dl^ed as a function of recruitment source while ^Jiolding constant the 
following variables: employer size, flow of job seeker contacts, 
u^loSfion, intensity and generality of OJT, part time or temporary 
TbTand job security policies. For walk-ins the arithmetic mean of 
hiring coit was approximately 9 hours. Since walk-ins were rhe excluded 
category in the logarithmic regressions predicting hiring costs, esti- 
mates of hiring cost for other recruitment sources- were generated by 
ritip^ylng the antllog of the appropriate coefficient times 9 hours. 
Sle tabL characterizes an association and should not be viewed as 
providing estimates of a causal model. 

Recruitment sources that were significantly less costly than average were 
unions and relatives of current employees (Ba ^nd Bishop 1983), The 
sources that were significantly more costly than average were newspaper 
advertising and referrals from the employment service, other government agen- 
cies, private employment agencies, schools, and other employers. 

The choice of which recruitment channel to emphasize is also influenced 
by perceived benefits (I.e., beliefs about which channel is most likely to 
yield the best workers). Many employers believe that information on who made 
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the referral and even how the applicant came to hear of the job helps in mak- 
ing a selection among the candidates that are interviewed (Granovettcr 1974) • 
As a resulti even after an application is madei the decision to interview a 
particular candidate and the selection for hiring may be influenced by who 
referred the applicants Interviews with employers provide evidence for the 
existence of these beliefs. Are these beliefs Justified? That is the issue 
addressed In this chapter. j 

These beliefs were put to an empirical test by comparing individuals 
"^taring the same job at the same firm who were recruited from different 
sources* Four questions were asked; 

• Is the time required to train a new employee associated with the source 
of his or her recruitment? If yes, which groups require less training? 

• Is the x'eported productivity of a new employee associated with the 
source of his or her recruitment? If yes, which groups are more 
productive? 

• Is the wage paid to new employees associated with the source of their 
recruitment? If yes, which groups get the higher wages? 

• Does the firm obtain greater profits if It recruits workers from one 
source rather than another? In other words, is the productivity net of 
training, recruitment, and wage costs consistently higher for new hires 
obtained through certain recruitment channels? If yes, which 
recruitment channel seems to be most profitable? 

In the section called "Theory," how such associations may develop is 
discussed. The specification of the proposed tests is discussed in "Empirical 
Specification," the collected Information is discussed in "Data," and the re- 
sults are presented in "Results." 

/ 

* 2.2 Theory 

The tlieoretical and empirical issues raised by the first three questions 
are quite different from the issues raised by the fourth question. "Yes" 
answers to the first three questions are quite consistent with a perfectly 
competitive labor market where all skills are general and information* is 
available without cost to everyone. The data suggest that it is not uncommon 
for people in the same job with the same tenure to receive different wage 
rates. If the firm can offer different wage rates to different new hires, a 
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perfectly compecltlve labor market la quite consistent with substantial dif- 
ferences in the expected productivity of the new employees hired for a 
specific job. If the employer's beliefs are correct about the correlation 
between recruitment channel and productivity of the sample of job seekers that 
contact the firm, this same correlation will appear when different workers 
hlr^ In the same job are compared* Perfect competition Implies that the more 
productive groups will receive higher wage rates and that the higher wage will 
exactly offset the higher productivity net of training and recruitment costs • 
If a firm has a policy of not varying the wage rates paid to people in the 
same job, then perfect and costless information and the lack of specific human 
capital imply that everyone hired by the firm has the same expected productiv- 
ity net of training costs.^ 

Labor markets, however^ are not perfect. Skills are often specific to 
particular employers and information about the competence of job applicants is 
incomplete and costly to obtain. In firms that pay the same wage to everyone, 
circumstances may therefore arise whereby employees recruited from one source 
(e.g., referral by another employer) are on average more productive than other 
etu^xoyees who do the same work and were recruited from another source (e.g», 
the state employment service)*. In firms that adjust the entry wage to the 
perceived competence of the worker, the productivity net of wages, recruit- 
ment, and training costs may vary systematically with the recruitment source 
of the worker. 

What kinds of market imperfections can produce variations in the profit- 
ability of new hires that are predictable according to the recruitment source 
of the new hire? The short answer to the question is imperfectlnns that pro^ 
duce a correlation between recruituent source and the employer's monopsony 
power In hiring that specific individual. A union referral service is one ex- 
ample of a recruitment source that substantially affects the employer's mono- 
psony power and. In fact, establishes monopoly power on the supply side of the 
labor market. If the employer's decision to use a union referral service is 
not a completely free choice (e.g., because of the threat of a strike), we 
would expect union referrals to be less profitable than a new hire obtained 
from other sources. The reason is that a union referral will expect the union 



62 



wage which is typically higher than the wages, paid to new hires who do not 
have a union card. While the. union referral is probably more productive, stu- 
dies have found that the wage differential for union workers is considerably 
greater than any productivity differential in their favor (Brow and Medoff 
1978). 

^ When a union Is not present, the case for a correlation between employer 

monopsony power and recruitment source is somewhat more complicated. Compet- 
ition forces the firm %o offer each worker a compensation package that is at 
least equal to what the worker can obtain from other firms. A worker with 
characteristics that are visible to many employers and that predict higher 
product ivi^ty in many firms will inevitably receive higher compensation. A 
worker with characteristics that predict higher productivity in one specific 
firm but not in other firms, or with positive attributes that are visible to 
only one or two employers, may not receive appreciably higher compensation ^nd 
thus may provide the firm an opportunity to receive a profit. 

If the recfuitnent source that yields an applicant Is correlated with 
that individual having a comparative advantage at the jobs in that firm, the 
result will be a systematic tendency for the recruitment source to relate to 
the profitability of a new hire. An Individual may find a comparative ad- 
vantage in working at particular firms for such reasons as the following: 

• A job applicant may already know skills specific to the firm 
because of previouo ewployment at that firm or a similar finn, 
or because he or she is a relative of a current employee. 

• A job applicant may have a comparative advantage In leaniing 
skills that are specific to the firm because he or she knows 
the trainer. 

• A job applicant may enjoy the job more because he or she will 
be working with relatives and friends and this might result in 
a higher propensity to stay" at this firm. (The. effect of re- 
cruitment mechanism on turnover is not examined in this study.) 
Another effect of enjoying the work more might be that the 
employer can pay a lower wage to the new hire. 

• A job applicant may have special ccmpatlbllity with other mem- 
bers of the work team (presumably resulting in greater produc- 
tivity) because of similar ethnicity or existing friendships 
with current employees. 

The second reason for systematic variation in the profitability of new 
hires would be the availability to ^he firm of lnforn>ation about applicants 



from a particular recruitment source that Is not available to other employers 
contacted by the applicant. Such Information allows the employer to make a 
more refined choice among applicants (e«g«^ avoiding less-productive workers 
and hiring more productive workers without having to pay extra). When an 
employer gets a referral from a current employee or another employer ^ the 
person hiring normally receives information about the Job applicant that is 
not available tp other employers. As a result ^ the theory predicts that these 
new hires will typically be more profitable than other new hires. Presumably^ 
the state employment service and schools treat all employers equally ^ so one . 
would not anticipate that hiring such referrals would offer the firm an op- 
portunity to profit. 



Why Do Firms Sometimes Use Less-^Pref erred Recruitment Sourc es? 

If^ as we have argued above > some recruitment sources generally yield 
less-profitable new hires than others » why are such recruitment sources used 



more than one treferral source^ however. Why do they consider and hire job 
candidates ftom recruitment sources that tend to yield inferior workers? 

An important feature of preferred recruitment sources is that the flow of 
job candidates from the source cannot be expanded at zero cost. The need to 
fill a job by a particular date and the cost of leaving a vacancy open makes 
it optimal to qpnslder all people who apply regardless of their recruitment 
source and to make a job offer. to the first job seeker that exceeds its reser- 
vation quality index. Sometimes the employer is lucky and is able to recruit 
from a preferred source and, thereby, have a good chance of hiring a better- 
than-average worker. On other occasions, either job applicants from the pre- 
ferred recruitment source are not available or the trusted referral source 
tells the employer the applicants are not outstanding. When this happens, the 
employer must select the new hire from a pool of applicants obtained from 
les8--pref erred referral sources. 

The phenomenon Just described is Illustrated by figure 2-l» The firm 
looks at applicants from* three sources and hires the Job applicants whose 



at all? In fact^ most firms do al^ 
provide the worst (i.e.^ the least p 




se referral sources that they believe 
^gltabie) job candidates. Mary firms use 
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Source with 
High-<)uallty 
Unique Information 
on Candidate 



Source That 
Yields Poor 
Information on 
Candidate 



Source with 
Poor Information 
but a Comparative 
Advantage 




B 



Figure 2-1. 



- ) 

Expected profitability of a new hire. The distribution 
of expected productivities net of the reservation wage 
(ij^j-W^) of applicants by referral source* Note 
that the firm accepts applications from all three 
referral sources and hires everone with a (^ij'^i) 
greater than (l»e», the shaded »^reas)» 

Also note that the expected profitability of those 
hired from referral source A {which provides unique 
high-quality information on the candidate) and source C 
(whose applicants typically have a comparative advan- 
tage) Is greater than the expected prof itability' of 
those hired from source B# 
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expected productivity net of their ruservatlon wage» (Pij^Wj^), exceeds 
their reservation quality Index* The expected profitability of the last 
person hired from each referral source has to be equal* Even though the means 
of the Job applicant distributions from referral sources A and B are the same^ 
a greater proportion of the applicants from A are hired, and for those that 
are hired » the mean difference between productivity and wage Is larger for re- 
ferral source A than referral source B« The cause of these differences Is the 
hlgh-*quallty Information available on Job applicants when they come from 
recruitment source A, which significantly Increases the variance of the A 
distribution of expected productivities* 

The other reason why. one referral source^'may be preferred over another is 

illustrated by comparing B and C. The Job applicants from recruitment source 

C have a comparative advantage regarding the firm's Jobs, so distribution C 

has a higher mean than distribution B« This results in a higher proportion of 

source C referrals being hired and a higher mean net productivity from those 

that are hired* 
« 

A firm's ability to recruit workers through its/ preferred recruitment 
source may also vary with season or the point in the business cycle*^' Note 
that If a need for a large number of new hires all at once forces the firm to 
lower its reservation quality index (Pij-WJ), the result will be an Increase 
In the proportion of. all new hires that are from B, the least-preferred re- 
crultment source* 

2.3 Empirical Specification 

Predictions generated by employer conventional wisdom and the theory Just 
outlined can be tested by estimating models that characterize how the dif- 
ferences In the training required, reported productivity, and wage rates of 
two new hires in the same job are affected by the source of recruitment of 
these new hires* The hypotheses generated by the anecdotal reports of em- 
ployers do not Imply a rejection of perfect labor markets* They relate to the 
Impact of recruitment source on the levels of training, reported productivity, 
and wage rates* ' They are as follows: 

• New hires referred by a union will receive higher wages and be 
more productive and less costly to train* 
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• New hires obtained from an expensive referral source (l«e«, 
private employment agencies) either will be more productive 
and less costly to train or will be paid lower wages. 

• New hires obtained from government agencies and schools will 
be less productive and more costly to train. 

• New hires who are referred by a current employee or who are 
friends or relatives of a current employee will be more pro- 

r ductlve and less costly to train. ! 

The. predictions made by the theory which do imply rejection of perfect 
labor markets relate to the profitability of a new hire (the difference be- 
tween productivity net of tralnlng'Cost and the wage). They are as follows: 

• Union referrals will be less profitable. 

• Employer referrals will be more profitable. 

« Referrals by current employees of their friends and relatives 
will be more profitable. 

• Employment agency referrals will seem more profitable (because 
recruitment costs are not part of the dependent variable). 

• Referrals by a government agency-will be less profitable. 

• Referrals by schools wllf^be less prpfltable. 

Testing these hypotheses Involves measuring the association betfween re- 
cruitment source and job performance^ in a sample of new hires. There is no 
need for structural models of the underlying population relationship between s 
worker's productivity and his/her referral source. Since an individual job 
seeker may appear to one employer as coming from one referral source and to 
another employer as coming frcm another referral source, such a relationship 
is not even well defined. Structural models of the relation between referral 
sourre and performance in a sample of job applicants cannot be estimated in 
data on new hires without bias ' because of the truncated nature of the sample 
(i.e., the job applicants who were believed to have low productivity were not 
hired, ao observations on their job performance ate not available) (Brown 
1982). Tlie point of the theoretical discussion is not just that some re- 
crultment sources typically yield better workers than others, but rather that, 
given these associations and the selection mechanisms at work in the labor 
market, significant associations may continue to exist between these recruit- 
ment sources and job performance even when the job, the employer, and the wage 
rates are all held constant. 
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let us .8B«e that In a aample of people «ho have been recently hired, 
lob perforoance. Yij. ieRenSa upon «ork.r char.cterlatics., Xij,- and Job 
characterlatlcs. 2j. A linear «del Is specified than as follows! 

(1) Vij - BXij'+eZj +"11 + "J 



where 



v.. Is a vector of outcomes such as training tine, supervisor reports ^ 
of a J^rkerU productivity, or wafee rate of enployea 1 In Job J^. 
X, 4 is a vector of background characteristics Including, rpctultoent 

source of employee "i" In Job "J"; 
E, Is a vector of measurable characteristics of the Job .Including 
^ characteristics of the employer; • • 

„ij is a random error that la specific to the Individual; and • : ^ 
vj IB a Job-epeclflc or employer respondent-specific ertor. 
A problem arises In estlmtlon of equation (O. Because tlie wage rate, 
and the amount of training received depend upon unmeasured characteristics of 
the Job that are cirrelated with characteristics of the occupant of the Job. 
the covarlance of Xij.and Vj Is al»st certainly nonzero. So., biased es- 
tlmates of coefficient vector B will be produced. This problem can be dealt 
with by estimating a fixed effects model In which the differences In the out- 
comes CKperlenced by two people In the same Job at the same firm are iodeled 
as a faction of differences In their background characteristics, as la shown 
In equation (2): 

(2) - Yzj -'B(Xij-X2j) +U1J -U2j 

Where person one and two both work In the sa^ Job "J." Esti^tlng (2) pro- 
duces unbiased estimates of B If the X^j's are not correlated with the 



2.4 Data 



M employer survey sponsored by the National institute of Education and 
the National Center for Research in Vocational Education conducted between 
February and June 1982 provides the data necessary for examining the ass- 
ertion between referral source of a new hire and that new hire's reported 
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productivity and required training time. The survey represented the second 
wave of a two-wave longitudinal survey of employees from selected geographic 
areas across the country. The first wave, not utilized in this study, was 
funded by the U.S. Department of labor to collect data on area labor market 
effects of its Employment Opportunity Pilot Project (EOPP). The survey 
encompassed 10 EOPP pilot sites and 18 comparison sites selected for their 
similarity to the pilot sites. The survey design specified a strategy of 
over-sampling firms with a relatively high proportion of low wage workers. 
The second wave made an attempt to interview all of the respondents in the 
first wave survey. About 70 percent of the original respondents completed 
surveys for the second wave. The data collected by this second wave survey on 
the circumstances surrounding a recently hired worker are more extensive than 
those available in the first wave, or in any other data set known to the 
authots* 

In the bulk of the sample the respondent was the owner/manager of the 
establishment. In large organiza tionE , the primary respondent wa& the person 
in charge of hiring, gener^«Uy the personnel officer. When the primary re- 
spondent was unable to answer a question, he was asked if someone else in the 
organization would have the information and that part of the Interview was 
completed with this other official* Other respondents were: controllers, 
wage and salary administrators, and line supervisors (for questions about a 
particular recent hire). A copy of the questionnaire as well as other related 
information is available on request from the authors. 

The sample of jobs for which paired data are available was generated in 
the following manner. A stratified random sample of 3,712 employers wa' in- 
terviewed. Three hundred of these did not have the time for a long inte.- ew, 
so shortened quest tonnal res were administered- Employers who received the 
tuU questionnaire were asked to select "the last new employee your company 
hired prior to August 1981, regardless of whether that person Is still employ- 
t'd by your company." A total ot 818 employtjrs could not provide information 
tof a recent new hire. Most of these firms were small organizations that had 
not hired anyone In recent memory. The employers that provided information on 
uiu^ new hire were asked to provide data on a second new hire In the same job, 
but wltli contrasting amounts of vocational education. Oi the 2,594 employers 
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that provided data on one new hire, ).,511 had not hired anyone else in that 
job in the last 2 years, and 424 had not hired anyone -^ith a different ^amount 
of vocational training for that position in the last 2 years. As a result, 
data are available on 659 pairs of individuals who have the same job at the 
same establishment. Missing data on specific questions used in the model 
further reduced the sample used for estimation to about 450. Most of the 
establishments from wiiich paired data are available are small> Seventy 
percent have fewer than 50 employees and only 12 percent have more than 200. 

Data on the amount of time that is devoted to training new employees 
during their first 3 months was obtained from the employer (or immediate 
supervisor in large firms). Separate questions asked about training hours 
spent in formal training, informal training by management, informal training 
by co-workers, and watching others do the job (see questions 206, 271-280 in 
appendix Ii).5 For the sample of firms and jobs, the means for the typical 
worker were as follows: 

• Watching others do the jo l>— 4 7.3 hours 

• Formal training programs— 10.7 hours 

• Informal training by management— 51 . 0 hours 

• Informal training by co-workers— 24. 2 hours 

A training time index was constructed that valued and then combined the 
time invested ir the latter 3 types of training activities during the worker's 
ftrst 3 months on the job.^ when supervisors and co-workers are giving in- 
formal training to a new employee, the trainee is almost invariably directly 
involved in a production activity. Employers report that for informal train- 
ing, the trainees are typically as productive while being trained as they are 
whel working alone. Consequently, informal training is assumed to involve 
only the investment of the trainer's time. 7 The arithmetic mean of this 
ind is 124 hours, implying that the value of the time invested in training a 
typical new employee in the first 3 months is about 23 percent of the output 
that a co-worker would produce In 3 months. The first row of tables 2-3 and 
2-4 reports the effects of recruitment source on the logarithim of this train- 
Ing time Index. 
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The Impact of referral source on the success of a new hire will also be 
assessed by examining its association with the reported productivity of the 
new worker The questions asked for a supervisor's report of the produc- 
tivity of new employees, (see questions 282 and 283 in appendix B) after 2 
ijaeks, 12 weeks, and at the time of the survey* The mean values of these 
indexes of reported productivity were as follows: 

• The first 2 week8~49,0 

• The next 10 weeks — 64.6 

• Current or most recent — 81,4 

ft 

If it is assumed that these productivity indexes are proportional trans 
formations of true productivity plus a random error, it is possible to combi 
the estimates of time investments in training with these productivity esti- 
mates to produce estimates of productivity net of training costs of each new 
hire during the first 3 months of employment.^ The formula for this calcu- 
lation is given by — 

(3) NPi « RPi ( 1 - TW^ + TFj ) - CTj + 1.5* NTIj + MTFi 

520 520 

where 

NP£^ productivity net of training cost of new hire "1", 

RP| » relative productivity of new hire to productivity of 
typical worker with 2^ years' tenure, 

« ,167 PR0D2| + ,833 PROD312^ , 
PRODTYP 

PR0D2j^ = reported productivity of new hire during the first 2 
weeks , 

PROD312i^ reported productivity of new hire over the next ten weeks, 

PRODTYP = reported productivity of typical worker in same Job 
with 2 years of tenure, 

TW^ time watching others over first 3 months, 

TFj^ - time spent in formal training over first 3 months, 

CTi = co-worker time spent training new hire formally 
over first 3 months, 

MTL^jCMTFj^) " management time spent training new hires informally 
(formally) over first 3 months* 
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Productivity net of training cost is defined relative to the productivity of a 
worker with 2 years of tenure. Ita mean is 0.48. 

Another dependent variable in the analysis is wage rate. Questions were 
asked about the recent hire's current and starting hourly wage rates and att 
average rate paid to workers with 2 years of experience. If the respondent 
could not report hourly rates, he or she was asked what the monthly salary was 
and how many hours the individual worked per week. An hourly wage was calcu- 
lated by dividing the salary by 4.33 times hours worked per week. Note that 
the starting rate is a nominal wage and that consequently the time since the 
person was hired must be controlled when ttie starting wage is a dependent 
variable. 

The final dependent variable studied is a measure of the worker's pro- 
ductivity net of training cost minus the wage during the first 3 months of 
employment as follows: 

(.) Employe, nee benefU^) - Zl'lTulT.- " fii^rVTSr^^^ 

ing cost(i) tenure (typical) 

The wage term is normalized on the wage of a typical worker with 2 years 
of tenure, whereas the training cost term has been normalized on the reported 
productivity of a worker with 2 years of tenure. Subtracting one from the 
other means we are assumi^og that b/ the end of the second ye^ of employment, 
a typical new worker's productivity rises to the point whfre it equals the 
wage rate being received for the work. The dif f erence /etween employer net 
benefits received from two different workers was regr^sed on differences in 
their background characteristics and recruitment sov^ce. The results of this 
' regression are presented in the bottom rows of tab^s 2-3 and 2-4. Most of 
the theory discussed in this chapter relates to this variable. The employer 
net benefits, or profitability of hiring the "1"^ worker, is a measure of 
a^+ajj- wi for the first 3 months of employment. 

2.5 Results 

The models that were estimated distinguish the effects of 11 dif fei ^nt 
potential recruitment sources: (D union, (2) employer, (3) friend of owner 
or current employee, (4) relative of owner or current employee. (5) newspaper, 
(6) employment agency referral, (7) school referral, (8) government agency. 
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TABLE 2-3 



ASSOCIATION BETWEEN REFERRAL SOURCE AND THE^INING REQUIRED; 
REPORTED PR9OUCTIVITY AND WAGE RATE OF A PARNQULAR WORKER 
(FROM MODEL THAT EXCLUDES OTHER CREDENT iXk^) 
^/ (PERCENTA(3E DIFFERENCES FROM A WALK IN) 





Union Employer 


Don't 
KnOM 


Friend 


Relative 


Other 
1 Referral 


Newspaper 


Employment 

Agency 
Referral 


School 
Referral 


Government 

Agency 
Referral 


r2 . 


Total Training Time 


-45.0** 


-1 4.9* 
(1 .6) 


-39.8*^^ 
(3.3) 


- 4.9 
(.9) 


- 2.8 
(.4) 


2.8 
(.3) 


^ - 7.5 

(1.0) 


(.4) 


4« / 
(.5) 


A 7 

(.5) 




Reported Productivity 






















.085 


First 2 weeks 


♦65. 3»** 
(2.7) 


3.3 
(.4) 


8.7 
(.7) 


4.7 
(1.1) 


.8 
(.1 ) 


7.0 
(.9) 


- 2.0 
(.3) 


4.8 
(.5) 


- 1.7 
(.3) 


- 8.8 
(1.2) 


3r(3-12th »ieek 


24.3* 
(1.3) 


9.4* 

(1.6) 


9.3 
(1 .0) 


4.0 

(1.2) ' 


1.8 
( .4) 


2.9 

t ti\ 


.4 

V • 1 i 


- 5.9 


.6 


- 5.4 

( 1.0) 


.063 


Current or 
most recent 


29.9* 
(1.6) 


5.5 
(.9) 


3.8 . 
(.4) 


4.1 
(1.3) 


- 2.3 
(.5) 


4.7 
' (.9) 


.3 

(.1) 


7.2 
(.9) 


3.8 

(.8) 


- 3.7 

(.6) 


.106 


Productivity Net of 
Training Cost 


56.2 
(1.3) 


24,l** 
(1 .7) 


49.7** 

(2.3) . 


5.3 
(.7) 


6.4 

(.6) 


6.8 
(.5) 


4.9 
(.5) 


1.9 
(.1) 


- 8.2 
(.7) 


-19.2* 
(1.4) 


.062 


Wage Rates 
Start 1 ng 


59.5*^ 
(4.8) 


2.5 
(.8) 


10.5** 
(2.1) 


.3 

(.2) 


- 6.3** 
(2.6) 


* .1 
(.0) 


- 1.2 
(.5) 


1.4 
(.3) 


- 3.0 
(1.2) 


.2 
(.1) 


.171 


Current 


26.8** 

(2.1) 


7.5** 
(2.1) 


13.0** 
(2.2) 


1 .8 
(.9) 


- 4.0 
(1.4) 


2.7 
(.7) 


- .9 

(.3) 


3.0 
(.6) 


- 1.3 
(.4) 


- 3.1 
(.9) 


.201 


Employer Net Benefits 
(First Quarter) 


-52.7 
(1 .2) 


18.8 
(1 .4) 


32.9* 
(1.6) 


4.6 
(.6) 


7.3 
(.7) 


5.3 
(.4) 


4.5 
(.4) 


- 7.3 
(.4) 


- 4.2 
(.5) 


-22.2** 
(1.7) 


.055 



Note: These estimates of equat^:;n 5 Include controls for the following var nablos— knew when hired worker was eligible for subsidy, 
hours worked per week, whether Job was originally temporary, whether worker \s a student. Models pred cting '^.''^''^ ''^^''J^'i 
productivity and wage rates contain additional controls for tenure and ten ure\ squared. Models predicting starting wage rates and 
employer net benefits contain years since hired and years since hired squared.\ T-statI sties are In parentheses under the coefficient. 



♦p<.10 on a one-tall test 
•*p<.05 on a one- tall test 
^<.01 on a one-tall test 
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TABLE 2-4 

ASSOCIATION BETWEEN REFERRAL SOURCE AND THE TRAINING REQUIRED; 
REPORTED PRODUCTIVITY AND WAGE RATE OF A.PARTICUUR WORKER 
(FROM MODEL CONTAINING OTHER CREDENTIALS) 
(PERCENTAGE DIFFERENCES FROM A WALK IN) 





lint r\r\ 

u n 1 on 


inip 1 oyer 


Don't 

NnOW 


r r leno 


Ke 1 a? 1 vo 


Other 
rsBTerra i 


Newspaper 


Employment 

Agency 
KeTerrai 


School 

R6T6rrO 1 


Government 

Agency 
Keterrai 




Total Training Time 


-35.5* 


-12.6» 


-30.1 


- 4.2 


- 3.5 


8.8 


- 5.4 


2.1 


4.0 


1.7 


.259 




(1.6) 


(1 .5) 


(2.6) 


(.8) 


(.5) 


(.9) 


(.8) 


( .2) 


(.5) 


(.2) 


Reported Productivity 












* 












First 2 «feeks 




1 .2 


.7 


4.7 


1.8 


.6 


- 3.7 


- 1.2 


- 7.1 


- 7.1 


.208 




(2.4) 


(.2) 


(.1) 


(1.2) 


(.3) 


(.1) 


(.6) 


(.1) 


(1.1) 


(1.0) 




3rd-12th Week 


16.7 


8.0* 


3.6 


4.0* 


2,3 


- .3 


- .3 


-10.2 


- 1.2 


- 4.0 






(1.0) 


(1.4) 


(.4) 


(1.3) 


(.5) 


(.1 ) 


(.!) 


(1.2) 


(.3) 


(.7) 


Current or 


21.0 


3.9 


.2 


4.4* 


- 2.3 


2.2 


- .5 


4.9 


2.6 


- 2.9 


.162 


jnost recent 


(1.2) 


(.7) 


(.1) 


(1.4) 


(.5) 


(.4) 


(.1) 


(.6) 


(.5) 


(.5) 


Productivity Net of 


35.8 


20.2 


31.7 


4.8 


- 5.0 


- 2.7 


2.0 


- 8.3 


-12.9 


-15.4 


.209 


Training Cost 


(.9) 


(1 .5) 


'J .6) 


(.7) 


(.5) 


(.2) 


(.2) 


(.5) . 


(1.1) 


(1.2) 




Wage Rates: 


51.7*»* 


2.4 


4.3** 


.3 


- 5.2*** 


- 2.2 


- 2.0 


- .6 


- 4.0 


.1 


.171 


Starting 


(4.9) 


(.9) 


(1.0) 


(.2) 


(2.5) 


(.8) 


(.9) 


(.2) 


(1.7) 


(.1 ) 


Current 


19. 4»* 


6.8*» 


0.8* 


1.7 


- 3.1 


.3 


- 1.9 


- .8 ■ 


- 2.8 


- 3.4 


.il4 




(1.7) 


(1.9) 


(1.6) 


(1.0) 


(1.2) 


(.1) 


(.7) 


(.2) 


(.9) 


(1.1 ) 


Employer Net Benefits 


-61 .9* 


1 4.8 


23.8 


4.4 


5.2 


.4 


3.3 


-11.0 


- 7.5 


-IB.I* 


.122 


(First Quarter) 


(1.5) 


(1.1 ) 


(1.2) 


(.6) 


(.5) 


(.0) 


(.3) 


(.6) 


(.6) 


(1.4) 



Not©: These estimates of equation 5 Include controls for the following var tables— age, age squared, education, female, relevant 
experience, relevant experience squared, knew when hired worker was eligible for subsidy^ hours worked per week, whether Job wa^ 
originally temporary, relevant vocational education, whether worker Is a student. Models predicting current reported productUl** 
and wage rates contain additional controls for tenure and tenure squared. Models predicting starting wage rates and employer fi^* 
benefits contain years since hired and years since hired squared. T-statlstlcs are In parentheses under the coef f Iclent. 



*g<e10 on a one- tall test 
**p<.09 on a one- tall tost 
**^*p'<eO! on a one- tall test 
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(9) walk-In, (10) other, and (11) "don't know." Walk-in is the excluded 
category, so the coefficients presented in tables 2-3, 2-4 and 2-5 are 
estimates of the effect of the named recruitment source in comparison to the 
.effect of the new hire being a walk-in. 

Estimates of aquation 2, predicting differences between two specific in- 
dividuals in the same job, are presented in tables 2-3 and 2-4. All models 
presented have controls for the following characteristics of the job/worker 
match: (1) hours worked per week, (2) a dummy equal to 1.0 when the Job was 
supposed to be temporary, (3) a dummy equal to 1.0 when the employee was eli- 
gible for subsidy and this was known by the employer when the hiring decision 
was made, and (4) a dummy equal to 1.0 when the employee was going to school 
part-time while working. 

In models of current or most recently reported productivity and wage 
rates, using specification one, the differences between person one and person 
two's tenure and tenure squared are both included as controls. The number of 
months since jthe hiring and Its square (differenced) are entered in the models 
of starting j^age rates and net benefits for employers. Table 2-3 reports the 
results for models that do not contain controls for other credentials and 
table 2-4 presents results obtained when controls wer-i Included for the fol** 
lowing background characteristics of. the new hire: (1) vocational education, 
(2) previous relevant work experience, (3) experience squared, (4) age, (5) 
age squared, (6) education, and (7) sex. 

The first thing to examine in tables 2-3 and 2-4 is the presented in 
a column on the far right-hand side. The R^s for models of differences 
between 2 different occupants of the same job range from 0.162 for current 
productivity to 0.314 for current wage rates when other credentials are in the 
model, and from 0.055 to 0.201 when other credentials are not included in the 
model. For cross-aectlonal models of differences between two people, these 
K^B are remarkably high. 

When the background characteristics of the new hire are controlled (as in 
the models presented in table 2-4), coefficients reported reflect the effect 
of referral source on various measures of the success of the match between 
employer and employee, net of the effects of such worker credentials as age, 
relevant experience, sex, education, and vocational education. The theory 
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explaining how the employer's monopsony power in certain recruitment channels 
results! in It beta^ Mome fro*<tAWt€ Hir* ^fim CtrUirs r«fertt) fo|»feft€ 

relates to the gross association between recruitment source and indicators ot 
the success of the match. Thus, the discussion that follows will focus on the 
results of models without controls for other credentials (table 2-3). When 
other credentials are excluded from the model, coefficients on the recruitment 
source variables are generally slightly larger and more statistically sig- 
nificant. However, none of our main results would change if we were" instead 
to focus on models that did contain controls for other credentials. Since the 
hypothesis tests are directional for all referral sources except "don't know," 
"other," and newspapers, the test statistics reported in this chapter are for 
one-tail tests unless otherwise stated. 

2.5.1 Union Referral 

A union referral was the recruitment source used only about 1 percent 
of the;7time. The effects of a union referral are reported in the first column 
of tables 2-3 and 2-4. The coefficients on the union referral dummy with no 
controls for credentials imply that referrals by -a union take 45 percent less 
time to train, are 65 percent more productive in the first 2 weeks, are 24 
percent more productive in the next 10 weeks, and are 30 percent more produc- 
tive at the time of the interview. Despite the very small number of cases 
where only 1 of 2 new hires at a firm was referred by a union, the coeffi- 
cieats are significant at 0.03 level on a one-tail test^in the training time 
regression, significant at the 0.01 level in the regression predicting produc- 
tivity in the first 2 weeks and significant at the 0.054 level in the current 
productivity regression. 

Union referrals receive 60 percent higher starting wage rates and 27 per- 
cent higher current wage rates. These differentials are significant at the 
0.0001 and 0.02 level, respectively. The effect of union referral on the pro- 
fitability of the new hire, (e.g., productivity, net of training costs, and 
wages) is given In the bottom row. Hiring a union referral rather than a 
walk-In lowers the profitabiliry of the hire during the first 3 months by 53 
percent of the mean productivity net of training costs of new workers. De- 
spite the large size of the effect, it is statistically significant only at 
the 0.108 level. 
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2.5.2 Employer Referrals 

About 6 percent of the new hires were referrals from 'other employers. 
Employer referrals have 15 percent lower training time (P " 0.053), 9 per- 
cent higher productivity during the 3rd through 12th week (P - 0.053), and 
24 percent higher productivity net of trainings costs (P - 0.045). Starting 
wage rates are slightly and nonsignif icantly higher. Employer net benefits 
during the first 3 months are larger by an amount equal to 18.8 percent of 
the net productivity of a typical new hire (p - 0.085). The employer does 
not, however, seem to receive any long-term benefit from hiring an employer 
referral, because wage rates at the time of the interview are 7.5 percent 
higher (p » 0.02). An after-the-fact explanation of the delayed rise in 
wages may be the need to forestall a rehire of the worker by the employer 
who provided the referral. 

2.5.3 Friends and Relatives of Current Employees 

About 30 percent of the new hires were friends of either the owner 
or a current employee. Coefficients on the dummies for hiring a friend had 
the hypothesized signs, but were significant in only a few cases. Training 
time was a nonsignificant 5 percent lower, and reported productivity was 4 
percent higher during the 3rd through 12th weeks of employment (P - 0.105), 
and 4.1 percent higher at the time of the interview (P - 0.102). Friends of 
current employees do not receive higher starting wages. A direct test of 
whether employers benefit daring the first 3 months from hiring a friend of 
a current employee, rather than a walk-in, found no statistically significant 
difference. 

About 10.6 percent of the new hires were relatives of either the owner or 
a current employee. Relatives 'were reported to be slightly though generally 
nonsignif icantly more productive. Surprisingly, relatives received (in model 
1) 6.3 percent lower starting wages (P " 0.009 on a two-tail test). The point 
estimate for the effect of hiring a relative rather than a walk-In on produc- 
tivity net of training costs and wages In the first 3 months Is 7.3 percent 
of the net productivity of a new hire. The effect Is not statistically sig- 
nificant, however. The point estimate of the effect of hiring a ^frlena, 4.6 
percent, was quite similar. If effects of this nature last for only 3 months, 
they are worth the modest sum of $105 and $125. 



Whether or not the hypothesized effects of referral source last beyond 
the first 3 months Is, therefore, of great interest. A lower bound net bene- 
fit proxy can be constructed for the date of the interview by subtracting wage 
differentials from productivity differentials. Since this omits training time 
effects (which were not measured beyond the first 3 months), it understates 
the continuing impact of recruitment source and other variables on the pro- 
fitability of particular new hires. The point estimates for this measure of 
the current effects of recruitment source are almost 0 (1.8 percent) for re- 
^latlves, but are a rather substantial 3.6 percent (P - 0.14) for friends. If 
this was to continue as long as the workers stayed at the firm, the present 
discounted value (at 33 percent to capture the effects of turnover) of the 
additional profit from hiring a friend of the owner or an employee rather than 
a walk-in is $2,182. Substantively, this would be quite an important effect. 
The relevant coefficient is not statistically significant, however, so some 
uncertainty remains about the long-run effect of hiring friends% 

2.5.4 Don't Know and Other Referrals 

Employers responded that they did not know the source of about 2 percent 
of their new hire and that a referral source other than the ones listed was 
used in about 4 percent of the cases. There was no hypothesis specified about 
how or whether these new hires would be different from walk-ins. "Other re- 
ferrals" were not different from walk-in' s in any consistent or significant 
way. The training time> productivity net of training cost and wage rates of 
"Don^t knows" were significantly different (using two-tail tests of signifi- 
cance) from those of a walk-in. No explanation of this finding has occured 
to the author • 

2.5.5 Newspaper Ads 

Advertising in a newspaper is a rather inexpensive way of attracting a 
lot of Job applicants. About 12 ^.ercent of the new hires were recruited 
through a newspaper ad. The firm has no* special access to information on 
the applicant, so there does not appear to be any reason to expect new hires 
recruited through newspapers to be different from walk-ins. None of the 
effects of recruiting ' through a newspaper ad are statistically significant, 
and coefficients have no consistent pattern- 
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2.5.6 Private Employment Agency Referrals 

About 2.7 percent of the new hires were referrals from private employment 
agencies. Since private employment agencies generally charge employers quite 
a substantial fe6, their referrals were expected to be more productive, re- 
quire-less training time, and be paid lower wages. None of these hypotheses 
can be accepted. Point estimates imply effects in the opposite direction: 
training time is greater and .productivity is lower. The data seem to imply 
that, unless the use of private employment agencies saves the firm a great 
deal of screening and hiring costs, they are a bad deal for the firm* An 
hypothesis that employment agency referrals are sufficiently more productive 
to warrant a fee of 20 percent of wages Is rejected for productivity net of 
training cost and for employer net benefit. Many i^rivate employment agencies 
specialize in occupations that are in shortage. Their seemingly poor per- 
formance may reflect a tendency for employers to ask for agency referrals only 
when other recruitment methods have failed to yield a qualified candidate. 

2.5.7 Referrals by Schools 

About 3.7 percent of the new hires were referred by a school. It was 
hypothesized that school referrals would require extra training, be less pro- 
ductive, and be less profitable for the firm. The signs of the coefficients 
are consistent with the hypothesis in 9 out of 12 cases. However, but none 
of the coefficients are statistically significant. Productivity net of train- 
ing costs of school referrals during the first 3 months is lower by 8.2 per- 
cent (P - 0.25). Starting wage rates are 3.0 to 4,0 percent lower (P » 0.089 
on a two-tall test) when other credentials are controlled. As a result, em- 
ployer net benefits are a nonsignificant 4.2 percent lower. While the point 
estimates are consistent with our hypothesis, the effects are small if they 
are there at all, and much larger samples would be required to obtain a power- 
ful test of the hypothesis. 

2.5.8 R eferrals by Government Agencie s 

Referrals by the employment service, CETA, a welfare agency or a com- 
munity based organization like^the Urban League accounted for 4.2 percent 
of the new hires in the sample. The hypothesis that these referrals require 
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extra training and are less productive and less profitable employees was sup- 
ported by the data. The signs of all 12 coefficients are consistent with the 
hypothesis. Productivity net of tralniti costs of government agency referrals 
is 19.2 percent lower (P - 0.077). The regressions also imply that the net 
benefits of hiring a government referral are lower by a statistically signi- 
ficant 22.2 percent (P - 0.042) of a new worker's net output. If controls 
for the %»orker8' credentials are included in tl^e model, the effect is an 18 
percent reduction (P - 0.075) on the net benefit of a new hire. ' 

t 2.6 Summary and Caveats 
In this section we summarize the main findings and jpoint out the limitations 
of the study and suggest avenues for future research. A theoretical model has 

^ been developed of how recruitmeht source influences the prof Itability-^orkeJ: 
output minus training costs and wages pald-of a new hire. The theory implies 

. that, since competition forces all firms to pay wages roughly equal to the 
market's assessment of a worker's generalized productivity, a firm can profit 
from hiring a worker only If (D it has information about the worker not 
available to other employers' that implies the worker is better than the market 
seems to indicate, or (2) the worker has a comparative advantage in working at 
that firm. The following specific hypotheses were derived from this general 
proposition: 

. Employer referrals and new hires who are friends, or relatives of 
the boss or a current employee will require less training, and be 
more nroductive and more profitable than walk-ins. 

• Employment service and school referrals will require more training, 
and be less productive and less profitable than walk-ins. 

• Because of the high fees, referrals from private employment agen- 
cies will require less training and be more productive and seem 
more profitable than walk-ins. 

• Union referrals will be paid more, will be more productive, but 
will be less profitable to the firm. 

The hypotheses regarding the effect bf private employment agencies were 
decisively rejected in every case. The remaining hypotheses specified the 
sign of 38 regression coefficients In each of 2 specifications. If controls 
for credentials are not included in the model (table 2.3). only 4 coefficients 
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have the wrong sign and 12 of the 38 coefflclentR are statistically signifi- 
cant at the 10 percent level or h^ter* If controls for other credentials are 



Included (table 2. A) only 3 corfficientn had the vnrong sign and 10 of the 38 
coefficients were significant at the 10 percent level or better. Except for 
predictions about the effects of private employment agencies, these results 
appear to provide reasonably strong support for the theory and the resulting 
hypotheses that were devei^ped^ 

A number of caveats are in order, however* The theory related to the de- 
terminants of the present discounted value of the profit—difference between 
productivity net of training costs and v;age rates-'-of hiring workers from dif- 
ferent recruitment sources. Most of the data unalyzed, however, related to 
only the first 3 months of employment. Data limitations make it difficult to 
i^ddress whether the effects documented for the first ? months of employment 
continue Indefinitely. Tha present dif^counted value of the benefits of hiring 
from a particular recruitment source depend critically upon v;hether the ef-- 
fects uncovered for the first 3 months continue into the second, third, and 
fourth yearo enure. This gap In the analysis needs to be filled by stu- 
dios that iiieasure training costs beyond the first 3 months of euiployment • 

Reductions in turnover are another potential benefit of gi^'ing preference 
to certain recruitment sources. Research into the association between turn- 
over and recruitment source is underway and preliminary results suggest that 
referrals from Informal source s^-fri ends and relatives of current employees"^ — 
liave considerably lower rates of turnover. 'ITiese results provide additional 
rupfK:>rt for our theory* 

The patterns reported hero could bo the c^onsequence ot offering workers 
from different recruitment sources dlffeiont implicit contracts (relating to 
r}.e tine pattern of the ronnertlon between productivity and wage rates), or 
i r<T.\ /I general tendency to reward even predictable variations in productivity, 
aftpr the fact, through promotions and w;^;>,r* increases. These possibilities 
^•ann(^t be r\ilrd out until evldent^t-* has b*^'.^n obtained on the longer~run associ- 
ations betwi^en turnovi^r, produc* t 1 vl ' v nt*t: of training, and wageR, and recrult- 
nent Hour< e» 
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Another area needing more research Is the validity and scaling of the in- 
dexes of reported productivity. IV current pro.lect has examined the uppocU- 
tion between the recruitment source through which a new employee wab hired and 
the employers' report of the productivity, the training requirements, and wage 
rates of that new employee. Little is known about the scaling and validity of 
these reports. Since wage rates move with reporte.' productivity, the calcula- 
tions of nfct benefit are sensitive to the paper's assumption that reported 
productivity is a proportional transformation of true productivity plus a 
random error. Research needs to be directed at validating these indexes and 
replicating these findings in other data sets. 
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FOOTNOTES 

1. Even when no announcements are made, no ads are placed, and no referrals 
are requested, having a vacancy seems to Increase the number of phone contacts 
by job seekers by about 10 percent and increase personal visits by about 20 
percent. This suggests that knowledge of the existence of a vacancy gets 
Informally transmitted to some job seekers even wiien the firm has made no 
effort to publicize it. 

2. This occurs despite the fact that some categories of job applicants (e.g., 
those referred by a current employee or another employer) may have a higher 
average productivity level than others. Each firm evaluates its Job appli- 
cants and offers a job only to those whose expected productivity exceeds a 
cutoff point. Firms will be more likely to mpke job offers to applicants with 
characteristics (e.g., previous work experience or a strong recomraejcyj^rtlon 
from someone the employer trusts) associated with a high productivity level. 
Workers whose expected productivity is substantially above a firm's cutoff 
point know that other firms offering better jobs will recognize their produc- 
tive potential and, therefore, choose not to apply at this firm or choose to 
turn down this firm's job offer. Workers with expected productivity that is 
below this firm's cutoff point either do not apply (because they know they 
are not qualified for the job) or are not offered a job when they do apply. 
These workers must settle for jobs at firms that offer somewhat less- 
attractive positions. -c5 

3. When the economy is at the bottom of a recession, firms are typically 
able to hire workers with greater-than-average levels of expected productiv- 
ity. At the peak of the cycle, when labor markets arei tight, the employers 
are typically forced to hire workers who have less training and experience, 
who come from less-preferred referral sources, and who are less productive. 
The result la that some of a firm's employees (those hired during a recession) 

'are simultaneously more productive and better credentlaled (I.e., have greater 

training and expedience) than other employees. Thus, seasonal and cyclic var- 
iations in the tightness of labor markets can produce a within-finn correla- 
tion between productivity and referral source, even if all new hires at any 
given point In time were to have identical expected productivity, 

4. Note that the sample is representative of the hiring experiences of a 
group of employers, net the hiring experiences associated with the employment 
of a group of job seekers during a specified tiine frame. The sample most 
likely underrepresentR larger employers if the employment of a group of job 
Feekers over a specified period of time were to be considered. 

5. In a few cases employers reported that rtore than 520 hours (13 weeks times 
40 hours a week) had been devoted to a specific training activity during the 
first 3 iT.onths on the Job. V-nuie the new hire might have received training 
from tT)or« than one supervisor, it is unlikely that two trainers vere slmul- 
taneo<:sly In one-on-one contact v-^th the nev. hire. Coiisequently, the computer 
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edit of this data changed all reports of more than 520 hours Involved tn a 
training activity to 520, ^ 

6. Our respondents reported that du^l-ng the first three months on the job 
that new employees were about 80 percent as productive as workers with two 
years of tenure in the Job, Consequently, the trainees^ time was valued as 
equal to 0»8 hour of coworker training time* The management staff members who 
provide formal and informal training were assumed to be paid 1,5 times the 
wage of coworkers. Formal training involves both *the trainer and trainee's 
tlme# Sometimes it is one on one and sometimes it is done in groups^ It was 
assumed that the average ratio of trainees to trainers was 2 and that the 
value of the trainer's time (including materials cost of training was twice 
the wage of a coworker with two years of tenure. The training Index Is thus 
equal to 1,8 times the hours In formal training plus 1#5 times the hours In 
training by management plus hours In training by coworkers. The results are 
not sensitive to the details of the assumptions made to create this index* 

?• Time watching others was not included in the Index because no 'data was 
obtained on how it varied across Individuals in the same Job, The index was 
constructed under an assumption that the four training activities were nu- 
tually exclusive. This Implies that, if the simi of the hours devoted to 
individual activities is greater than 520^ that a reporting error has occurred 
which overstates Investment In training. In the few cases where the sum of 
hours devoted to training exceeded 520, the training time index was adjusted 
downward by the ratio of 520 to the sum of the hours reported for individual 
activities. This procedure reduces the mean of the index by about 10 percent. 
It was also assumed that a reporting error had occurred if absolutely no 
training of any kind was reported. In those very few cases 4 hours of train- 
ing was assumed Instead, 

8, Tlie interview questions about the productivity of recently hired employees 
were intended to provide indicators of the relative productivity of one worker 
at different points in time or two different workers in the identical job. 
They do not attempt to njeasure productivity in any absolute sense and, there- 
fore, are not comparable across flras. Many of the uses made of these data 
only require that the Index be correlated with true productivity. Estimates 
of the magnitude of training Investments that combine time Inputs of other 
staff with the lou'er productivity of the tialnee require an assumption that 
the index is cardinal and a proportional transformation of true productivity 
plu8 a random error. The questions asking for a rating of the productivity of 
particular workers have remarkably low-^ionresponse rates. Only 4.4 percent of 
respondents asked about a particular new hirers productivity during the first 
2 weeks responded with a "don*t know" or refused to answer. Compr-^ably de- 
fined nonresponse rates for other questions u^r^ 8.2 percent for previous 
reltwant experience, 3.2 percent for age, 6,7 percent for education, 8»vS per- 
cent for tline spent in infornial training by supervisor, and 5.7 percent for a 
t hree-q'jostlon sequence from which starting v;age rate Is calculated. Tlie 
1 ow-nonresponse rate implies that our respondents felt that they were 
capable of nuiking such iudgmonts and augur well for the quality of the data 
thdt ro.^ults. 
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9t If employer reports of a worker's pror^uctivity are equal to an unknown 
constant times the worker's true marginal product plus a random error, per- 
centage differences in cell means of the productivity Index can be Interpreted 
as unbiased estimators of percentage differences in true productivity. If the 
variations in the productivity scores assigned by supervisors exaggerates the 
proportionate variations in the true productivity, our estimates of percentage 
impacts of recrulttr''jnt source on productivity will be biased upward. Even 
though it is possible for a worker's true productivity to be negative, the 
scale was defined as having a lower limit of zero. Floors and ceilings on a 
scale typically cause measurement errors be negatively correlated with the 
true value. If this were the casei the result would be an understatement of 
the percentage impacts of recruitment source on the productivity, net produce 
tivity, and profitability of a new hire. In our view, this latter type of 
bias is more likely than the former, ttitll the productivity indexes are 
validated, this vJew must ronain unsupported by any evidence. 

10. Intensive lnt-»rviewii at one firm, which uses private employment agencies 
to recruit and screen computer programmezs, suggests an explanation for the 
use of private employment agencies. The firm was large enough to have a per^ 
sonnel office but did not hire programmers frequently enough to warrant having 
a specialist in the personnel office with the expertise necessary to recruit 
and screen computer programmers. The only people in the firm who had the 
necessary expertise were the staff of the firm^b Computer Senrices Division. 
The fees of private employment agencies were paid out of the Personnel Depart- 
ment's budget. Since another department's budget Incurred the expense of 
contracting out the recruitment and screening function and his own staff would 
have had to do most of the work if the function had been retained in the firm, 
the director of the Computer Services Division had very little incentive to 
choose a direct applicant over an equally qualified agency referral, or to 
attract additional direct applicants by advertising in the paper or pursuing 
Inforraa] contacts at computer science departments. 
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CHAPTER 3 

WHY DO EMPLOYERS UNDERINVEST IN ON-THE-JOB TRAINING? 
John Bishop and Suk Kang 
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3.1 Introduction 

Every year employers and employees jointly Invest a massive amount of 
resources In on-the-job training (OJT). Despite its Importance, 'however, very 
little is known about it's magnitude, its distribution and its effects. The 
absence of data containing direct measurement of the time devoted to OJT and 
the productivity of individual workers that receive OJT has forced economists 
to treat both OJT and its primary outcome, greater productivity, as unobserv-* 
ables. Training has had to be proxied by Imperfect indicators such as tenure 
on the job and experience, and the only outcomes that could be studied were 
earnings and turnover. , 

The unsatisfactory nature of the empirical work in this area is accentu- 
ated by the variety and richness of the theoretical develoiwaeuts. The theory 
of on-the-job training accepted by most economists starts with the observation 
that training develops two distinct types of skills: general and specific. 
Specific training raises the worker's productivity in the organization provid- 
ing the training, but this training cannot be WppHed in other organisations. 
The outcome of specific training ^ight included such things as: learning how t'. 
operate a particular piece of machinery in a wiy that avoids breakdowns, know- 
ing where to find things in the plant, learning whom to ask for advice about 
particular matters, or learning how to communicate best with one's uper-* 
visors. General training raises a worker's ability to productive in other 
organizations as well as the one providing the training. General training in- 
cludes activities such as learning how to operate or repair a type of machine 
used by irany organizations, learning how to read a blueprint, or developing 
good work habits that are important for success in any job — punctuality, reii-- 
ability, self-discipline, and ability to work as a team member. 

As workers receiving general training become more prDductive, the firm 
will raise their wages to keep ttiem. Since the workers get the benefits of 
the training, not the firm, a firm will not be willing to pay any of the costs 
of general training. Thus, the competitive firm that provides only general 
training will offer, during the training period, a wage equal to the value of 
the marginal product of the worker minus the cost of the training. Some 
workers will volunteer to work during training at this wage, even if it Is 
below wha^ could be earned elsewhere without the training, because it will 




mean a higher wage later. The wage paid the worker will at all times equal 
that workers productivity net of training cost. This pattern is graphed in 
figure 3-2. 

The theory predicts that the costs and the benefits of specific training 
are shared by the employees and their employer. Workers who receive specific 
training will not be offered comparable wages by other firms because the pro- 
ductivity of that worker will be higher in the firm in which specific training 
is received than in another firm. Therefore, firms offering this type of 
training can recover part of the trainl^ng cost by offering trained workers a 
posttraining salary, lower than their marginal product in that firm, but high- 
er than their (current or future) marginal product elsewhere. The employer's 
contribution to th^ cot^t of specific training is the difference during train- 
ing between the wage paid and the workers productivity minus the cost of 
training. The employees* contribution to the costs of general and specific 
training is the difference between their wages during training and the wages 
they could obtain in jobs that offer no training opportunities. 

Hashimoto (1981) and riashimoto and Yu (1980) have shovm that sharing the 
costs and benefits of a specific human capital investment occurs only when 
post Investment compensation Is prespecif led. In his model the share of 
specific human capital investment that is paid for by the worker, and, there- 
fore, the rate of wage growth (for any given level of training), is negatively 
related to the responsiveness of the quit rate to the differential between 
in-firm and out-of-flrm v;age rate*?, positively related to the responsiveness 
of the dismissal rate to the firm* a second period wage. Performance measures 
that are accurate and acceptable to workers also raise the share of the 
specific human capital Investment that are paid by the w^^rker. Since some of 
the skills Learned in a new job are Inevitaoiy specific to the firm, the 
theories of on-the--Job training proposed by Becker and Hashimoto imply that 
productivity net of tx-aining costs will rise more rapidly than wage rates 
during the trainiiig period. This growth pattern io graphed in figure 3-1. 

The message of most of the other recent theoretical papers on the time 
pattern of wage ratey is quite different* The modeli^ that have been developed 
all seem to imply that the rate of increasa of wage rates will equal or exceed 
the rate of incre^vsa of productivity net of training coBtf>. Salop and Salop 
(1976) and NJ.ckell (1976) have shown that If investmefifc/3l .In specific human 
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Figures 3-1 through 3-4. The time pattern of compeli^tlon and productivity 

net of training costs: alternative views. 



capital make turnover cosjtly and workers have information not available to 
firms on how likely they are to quit, some employers will attempt to attract 
r.hoae with low quit probabilities by Imposing a hiring fee (through a below 
market starting wage) and raising the wage level In subsequent periods. The 
e'lulllbrium wage pattern results In the worker paying all the training costs 
and receiving all the benefits of investments in specific human capital, and 
in the wage rates rising In step with rises In productivity net of training 
costs (see figure 3-2). 

Jovanovlc (1979) has developed a job-matching theory of turnover which 
hypothesizes that workers r&iUin In jobs In which their productivity Is high 
and are fired (or quit) frbm jobs In which their productivity Is low. His 
model predicts that the wagft rate for workers with a particular amount of 
tenure is equal to the expected marginal products for workers of the tenure 
class and that, therefore, sorting out the least productive gradually raises 
the productivity of the group and therefore the wage rate. This wage pattern 
is also characterized by Figure 3.2. 

Lazear (1981) shows that the need to provide Incentives for greater ef- 
fort and the lags In recognizing and rewarding effort result In a wage struc- 
ture that pays less than marginal product net of training costs early in a 
worker's tenure at a firm and more than the worker's marginal product toward 
the end of the worker's tenure as In figure 3-3. Lazear and Moore (1981) 
tested this model by comparing the wage profiles of self-employed individuals 
to the wage profiled of wage and salary employees. Upon finding flatter wage 
profiles for the self-employed they concluded that "under some strong assump- 
tions, our conclusion ... is that most of the slope of the age earnings 
profile reflects incentive based wealth and not human capital accumulation via 
on-the-job training" (p. 19.). We do not view this teat as definitive, how- 
ever, because flows in and out of self-employment makes it difficult to con- 
struct a longitudinal wage profile from cross-sectional data, because self- 
employed Individuals may for some reason invest less in OJT, and because Cohn 
and Klker (1983) obtain the opposite result using similar methodology. 

All of thetie tneories — OJT, self-selection, Lazear' s principal agent the- 
ory, and Jovanovic's sorting theory—predict that wages will rise with tenure 
and experience. Consequently, the fact that wages do Indeed rise with tenure 
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and experience carries no implication about which theory is best. Truly 
powerful tests of these competing theories require direct measureioent of 
crucial theoretical constructs that typically have been treated as unobserv- 
ables In empirical work (e.g., the amount of training received, whether that 
training Is general or specific, and the productivity of the worker)* Medoff 
and Abraham (1981) were the first to collect the data necessary to test the 
on-the-job training theory of wage profiles with tenure and experience. Using 
microdata from the personnel records of four large U.S. corporations, Medoff 
and Abraham found that, wjthin a grade level, there is simultaneously a posi* 
tlve association between wage rate and experience and there Is a negative 
association between performance rating and experience. They concluded that, 
"under the assumption that rated performance Is a valid Indicator of relative 
productivity, our results imply that a substantial fraction of the return to 
experience among the groups we are studying is unrelated to productivity" 
(p. 187). Medoff and Abraham also reviewed a large number of other studies 
and concluded that the association betwen seniority In a job and productivity 
is curvilinear. During the Initial very short orientation/training period 
there is a positive association. Once this training period is over, however, 
there tends to be a negative association between tenure and productivity 
amongst those who occupy a particular job (i.e., have not been promoted to 
greater responsibility). This iiiplles growth patterns either like figure 3-3 
or 3-4, Almost all the studies were conducted in large corporations and 
almost all of the workers included In these studies had many years of tenure 
at the firm. These findings tend to support the proposition that one and 
possibly more of the non-OJT explanations of wage growth are substantively 
important partial explanations of the rise of wage rates with tenure after the 
Initial 1-5 year adjustment/learning period is completed. 

Medoff and Abraham's findings do adDilt to another explanation^ however. 
The data available to Medoff and Abraham provided measures of productivity and 
wage rates. The theories being tested, however, specify a relationship be- 
tween product ivity net of training costs and compensation , the sura of wages 
and fringe benefits. The lea^t tenured workers in a particular employment 
grade are likely to be those who are rGcelvlng rapid promotions. The past and 
anticipated future job changes of these workers mean they are more likely to 
receive more Intensive training than the older, mte tenured workers in that 
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employment grade. This means that even though productivicy may be n egativel y 
correlated with tenure within an employment grade^ productivity net of 
training costs (production minus the value of the time that others spend 

training the Individual) may be positively correlated with tenure within 

I. 

employment gi:ade« 

The other possible hole in the Medoff and Abvaham argument Is that work- 
ers with vested pension rights and many years of tenure may find that the 
present value of their pension benefits Is declining as they postpone retire- 
ment. If this were the case, total real compensation of workers who are not 
being promoted as they approach retirement might be falling. On this point 
there Is controversy. Lazear*s (1981) study of defined benefit pension plans 
found that the present discounted value of expected pension receipts tend to 
decline with additional years of tenure once the individual has more than 20 
years of tenure and is over age 55. Kotlikoff and Wise (1983), however, no 
not find declines in pension wealth as retirement is postponed beyond the age 
of early retirement. The different results are a consequence of different 
assumptions about interest and inflation rates and a different sample of 
plans. 

The only other study to examine the issue of relative rates of growth of 
productivity and wage rates is that of Bishop (1982). Usiiig data from the 
first wave of the Employment Opportunity Pilot Project (EOPF) employer survey, 
he found that employers report significant investments in training (a total of 
34 hours of supervisor and co-worker time in the first month) and significant 
improvements in the reported productivity of new employees in the first year 
or two on the Job. Fuvthermore, the amount of training offered on a job has 
a statistically significant effect on both reported productivity growth and 
wage growth.^ These results provide strong support: for the proposition that 
during the first year or two on a job, on- the-Job training is a major con- 
tributor to a worker* 8 improved productivity and rising wages. These reauits 
do not, however, imply chat other forces ^uch as self selection or sorting are 
not contributing to the tendency of wage rates to rise with r.enure. In fact, 
the data support the substantive importance of sorting as a contributor to 
v#age and productivity growth with tenure. Also, they may not be inconsistent; 
with Medoff and Abraham's findings since they relate to only the first year on 
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a job and are for a sample of establishments whose size (the geometric mean is 
16 employees) is considerably below that of the firms studied by Medoff and 
Abraham* 

The purpose of this study is to generalize the theory of on-the-job 
training to Include sorting phenomena and to test the predictions of the 
theory regarding the relative gtowth ratea of wages and productivity net of 
training costs early in a worker's tenure against the predictions of principal 
agent theory and of models in which self-selection is based on propensities to 
quit. One of the important overall implications of the theory discussed next 
is that because of the specificity of the match and differential access to 
loans at low rates of interest the rate oi wage growth will typically be below 
the rate of growth of productivity net of training costs early in the worker's 
tenure (i.e., wage and productivity growth follows the pattern graphed in 
figure 3-1 or 3-4). 

The format for the remainder of the chapt^ is as follows. "Data" de- 
scribes the data set used to test the predictions of the theory. Competing 
theories are then tested in "Results" by constructl^ig estimates of the growth 
rates of wages and productivity net of training costs and tabulating by the 
degree of generality of the training. These tests provide support for the 
theory developed earlier in the chapter. "Are Private Decisions about On- 
the-job Training Socially Optimal?" explores the reasons for discrepancies 
between social and private rates of return to on-the-job training and develops 
the policy implications of the research. 

3.2 Theory 

(A nontechnical summary of the Theory's predictions appears at the end of this 
section. ) 

Model wi tJ}_Stocj2a8tlx_Qul^^ Dismissal 

The firm's training level and wage profile will be analyzed in a simple 
two period model. Training is assumed to produce two types of skills: gen- 
eral skills (8) that are useful at other firms and specific skills (h) that 
are productive only at the firm providing training. The cost of the training 
C(g,h) is incurred in the first period and the benei'lts are received in the 
second period, 
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There are two random elements In the model t The first element Is the 
wage offer that competing employers make to the worker at the beginning of 
the second period; the second element Is the worker's productivity during the 
second period Id the firm after the training Is completed. It is assumed that 
wages and productivities In the two periods are as follows: 

Worker's Wage 
Productivity Offer 

wl 



First period at the firm P 
Second period at the firm P+g4-h+€o 
Second period at other firms w3(g)+£ 



w2 



Vfhere 

P is the worker's productivity without training, 

g is the Increment in productivity due to general training, 

h is the Increment in productivity at the flftn due to spec'lflc 
training, 

* is the random factor in productivity in this firm which capture 
the quality of the match at the training firm, 

w^, w2 are first and second period wages at' the firm, 

w^(g)^^ la the wage offer from other employers which depends on the 

amount of general skill and the random factor which measures the 
quality of the firm-worker match at the alternative firm. 

At the end of the first period the worker will quit if the alternative 
wage (w3<g)+e5 exceeds the firm's second period wage (w^). The workej, 
uot the employer, learns about l at the end of the first period. 

The firm j)rovldlng tne training knows the worker's productivity in this 
firm (P+ff^-h+eo) by the end of the first period. If the worker's productiv- 
ity is less than the second period >rage, the firm will dismiss the worker. The 
random factor Cq is a measure of, the quality of the firm-worker match at the 
current firm. |5 *" 

There are four possible combinations of worker-firm decisions at the end 
of first period. , , 

Worker Firm " Result 

StrSy^ Keep Retention 

Stay Dismiss Separation 

Quit Keep Separation 

Quit Dismiss Separation 
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. At the beginning of the first period neither the worker nor the firta know 
• the worker's exact productivity in this firm and in other firms. The firm 
' offers a wage package; (wl,w2), that is, baaed on the prior knowledge of 
' " >he worker's productivity and the nature of uncertainties involved (i.e., 
' . ^.d.f. of ande). In the first period, the firm, invests in the training 
of the worker, taking into account the possible loss due to separation in the 
following period". Training investment takes two forms: investment in firm- 
specific skills and general skills. General training increases the wage that 
the worker can obtain in ..alternative employment as well as his or her produc- 
• tivity in this fipa, wl^le specific training does not affect his productivity 
outside the firm.- Workers accept the Job offer from this firm if the wage 
. package and training plan are generous enough' to attract workers in a competi- 
tive labor market. In their decision, woiMc^rs take into account the possible ^ 
gains or losses from a voluntary or involuntary separation. ^It is assumed 
that the worker and the firm have the same prlpT distr|bution8 on the uncer- 
tainties surrounding the worker's productivity in this, firm and wor^ker's" : 
income opportunity outside the firm in the<* second period. Further, it is 
' assumed that both firm and worker are neutral risk. At the end of the first 
period, the wo rke]. learns what w^ge h6 or she can get in the second period at 
other firms. This real wage is affected by the amount of general training 
perceived by other ' employers a\id the cost involved in making the . transitj^. 
If the wage of fer' from the other firm (net of transition cost), is higher than 
' the firm's wage. (w2), t^e worker will quit. By the end of the first period, - 
the firm knows the worker's productivity in the second period. 

The flrm'*s' objective is to maximize the discounted sum of profit frob two 
periods by choosing wage rates in two periods, w^ and w2, and an amount of 
. general training, g,' and specific training, h, subject to the coni^raint that 
the wage offer and .the amount of training are generous enough to attract new 
hires in a competitive labor market. .The firm's expected- profit maximization 
problem when e and are independent is written as— 
(!)'• Max p'- C(g,h) -wl +D,[Pr(S) Pr(K)(P+g^-hfE(Go|K))-w2l 
g, h, w^, w2 

.-7 •. 

Subject to the constraint 

(2) R < w^.+ DblP;:(S)Pr(K)w2 + (1-Pr(0)w3 + (l-Pr(3))Pr(K)(w2+E(e |Q))] 

« 



. where ' * . 

E(eo|K)ols the expected value of €q given that the firm wishes to 
keep the worker, \ • , . 

E(e|Q) is the conditi^al expectation. of e given that the worke.r quits 
the firm, 

. ^ and are the discount factor of the firm and worker, tespectively 

<^Pr(S) is the prior probability the worker -is willing to stay with the 
* ^ ' ' ' ' 

Pr(K) is the prior probability the firm .is willing to keep the worker, 

k is the ld9||]L of expected utility the worker can attain in the 
competitive labor market. ^ <■ 

The probability of a yorker wishing to stay in the firm, Pr(S),,is 
^ (3) Pr(S) - Pr(w3(g)+e I w2) - Pr(e^ w2-w3(g)) / 

.. - l-I(w2-w3(g)) • ' . . . 



where 



i is the cumulative density function (c.d f.) of £. 



Also, Pr(K) is written as — 
(4) Pr(K) - PrCP+gfh+Eo I w2) 

- Pr( Eq I w2-p-g-h) 

- 1.- I (w2-P-g-h) 
• . o- 



where 



I is the c.d.f. of Cq. 
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Denoting- the probability density function (p.d.f.) of i and Iq by 
4 and <^o, the first order condition for the second period wage is 
written as — ' 

(5) 0 - Da[<ii-Pr(K)Dk - Pr(S)Pr(K)] + ©b lPr(S)Pr(K) - ^oG^] 

where ' - *' ^ 

Dk arjd Gj^ are defined as 
\ » P+gfhfE(eo|K)-w2 > 0, • 
Gk - Pr(S)w2+(l-Pr(S))(w3-+£(elQ))-w3 > 0. 

Dk is the firm's expected profit on workers who want to stay and it wants to 
keep. Alternatively, it may be intrepreted as the fliiasi-rent the firm re- 
ceives in the second period on the workers they keep. 

Gk is the. gain the worker receives from not being .dismissed. can be 
interpreted .as the expected wag? if kept, Pr(S)w2+(i-Pr(S))(w3+E(e |QB>, 
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minufe the expected wage if dismissed, w^, or alternatively the quasi-rent 
received by worker? Who are kopr i'lv i% soooiul p.-t , ' ^ 

The first order conditions ' for general and specific training- Cg and h) 
are given by (6) and (7). 

'(6) C - D,lPr(S)Pr(K) - ^^Pr(K)Dkl + D^l (l-PrCK)Pr(S))w| + ^ 



where • » 

Cg - 8C/2g, w| - 8w3/3g, 



*- ("/) -Ch » Da'Pr(S)Pr(K) + D^^oGk - 

I ' 

where 

AUo the optl.,al wage In the first period, wl . Is determined so that the co.^- 
stralnt <3) Is binding. 

(8) ■ R- wl + Db[Pr(S)Pr(K)w2 + (l--Pr(K))w3 + (i-Pr(S)Pr(K)(«3+E(trQ)) 1 
The first order condltlois--(5) , (6). (7), aqd (8)--charact-.rlze the 
^ optimal wage and training package the firm will offer. In what follows, .the 
economic Implications of these conditions are. examined. 

4 

rhnoBine the Wa ge Structure 
, The understanding of what determines w2 will be aided by specifying the 

income oppo«unlty outside the firm, w3(g) * c. in more detail. 'He write 
„3(g) In the following form: 
(9) w3(g) - P + g,- T 

where P Is the productivity of a worker who does nc. recleve general trailing 
in the first period, g Is the increment of the wage offer due to general 
training, and I Is the transition cost. Employer^ uso Lhe Interview and the 
reputation of the previous employer to predict the tr^ie value of the general 
training. The estimate by other employers of tfte productivity gain due to tl^e 
original firm's general training is %. 

Other potential employers cannot observe the ex^-t amount of human capi- 
tal that IsVol--" tralnlng.2 The signal that provides Information 
r ,„ the level of training contains a good deal of noise. Denoting. the signal 
other employers receive by .g. the following relation Is assumed: 
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( g • g + v)^ V Is a noise Independent g» 



Other firms predict 'the true level of general skill using the pr^ar 
expectation of g and the signal g* When the prior distributions of g ^nd v 
are normkl\the* posterior expectation jf g Is ^ 

•i - E(glJ) + b(g-f:(g|j)) - i:(g|j) + b(g-E(g|j)] + bv 

where E(giJ) Is the other flrm.*s prior expectation of general human capital of j ^ 

the particular class of Job seekers, given information set J. J represents 
th6 worker's characterlstlcS'^vlstble to the prospective employer, such as, ^ 
occupation, Industry, and firm size of previous Job and background character- 
1 sties of the Indlvl^ua}., and b Is given by 



* var(g^lJ) ^ 

t varCgl J)+var(v) 
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where ,var(g|J) Is the conditional variance g given J (l^eamer, 1978, pp« 
51-55). ThSs implies that a unit increase of general skill resul^td in^ess 
than proportional increases in other firms* wage offers. ^ 

Substituting (9) into the firjst order condition for w^, and after rear- 
ranging 'terms,'' the optimum wage rate in the s.econd period is written^ as 
follows:, ' . ' . • • 

(10) w2 - fl>+h+g+E(eQ|K)] - .-e [T+ECEqIK) + (h+g-g) - E(e|S)] - (D^-D b) Pr(S) 
wherq^ 

Q " °b • io ' ^ \ • 

* Pr(K) / 

"^"^and E(e|S) is the conditional expectation of e given the worker wishes to 
stay in the firm. 

Equation (10) implies that the expected profit from the worker staying with 
the firm is positive. S^nce in the l<yfig^run equilibrium, competition among 
firms brings the expected profit of thewffrm to zero, the wage rate in the 
first period must be higher than the worker's productivity net of training 
cost by a compensating amount. Thus our model predicts that in the early ^ 
stage of employment, prod^uctivity net of tratlntng cost grows faster than WSige 
rate. The firm's net profit is negative in the Investment period, but the 
loss is compensat^ for in the second period when the firm receives the return ^ 
from human capital investment. 
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The wage offer in the sefeond pdriod Is the expected productivity >f the 
worker. P+8).h«(EolK). less the second and-.thlrd terms in ilO). The Uzond . 

term Indicates that given the value of 9.. the factors that .reduce the fl^' s ^ ^ 
second per^ wage offer (and also^ raise ^ the firm's .first period Vage offer), 

are-*- / ^ * ' 
' • transition cost, (T); 

^ .'difference between a .worker' s .true general human capital (g) and 
other employer's perception of hjs general human" capital 8- This 
could be positive or negative^ depending upon ^^'^^^'^^^^^^ 
• . vides more or less general training than is average, for that ^p*— ' 
' tion and .industry; and • > • 

. average- una t tract Iveness of alternative lmployn,ent to the worker who 
' wants to stay, (-E(e|S)). ^ , 

The Wpression in brackets is the difference (for those workers who are kept 
and want to stay) between the worker's' productivity in the f irm, " P+gfhfE(E:ol^^) 
and th^ worker's income on his or h/r next best alternative, P+g-T+fi(e 1 S) • 

* Anything that raises productivity in the firm^but does n6t raise it 

outsiie the firm, will raise the second period wage at the firm. The wage • 

increase is smaller than the rise in productivity so the firm's profic on the 

worker in the second 1,eriod goes up. The two factors that will produce this « 

- 

effect are — 

• specific human capital, (h); and 

. expected gain from having. the option of dismissing less producti>^e ^ 
warkersrf (E(eol^)) * - 

Also, other things being equal, the second'period wage offer declines if B^+e 
is large. A factor that makes 0/(1-^) larg6 i^- ' . f ' ' 

• the second period wage has a larger proportionate . Impact on the 
p^obabiUty the anployer will keep the trained worker than it has on 
the probability the worker will want to stay. 

The third term of (10) reflects .the fact tfhat the model is characterizing 
wage and training contracts at firms that face an infinitely elastic supply of 

• new hires but a less than infinitely elast^lc supply of trained labor. New 
hires take second period wages into account when evaluating the firm's job 
offer, consequently, the dec Vne. in the elast;lcity of labor supply with the 
worker's tenure influences the wage structure only when the firm and its work- 
ers-have different rates of time preference. Workers typically have higher 



72 



101 



rates of time preferenclf (i.e., lower discount factors) than flfms. Subsl- 
dlzed student loans are not available for financing investments in on-the-job 
training. Without collaterar, banks will not lend money for this purpose. 
Even with collateral, ttle loan will bfe at an interest rate that exceeds the 
Interest^rates charged businesses by a considerable amount. In addition ^ 

Workers are more likely than firms to f^ace a higher marginial tax rate in the 

♦ - '. . 

second period than in )the first period. Th^se two factors result in firms 

' <^ 

being more willing than workers to trade off future earnings for present earn- 
itxgs. The compensation packages that result reflect the worker's preference 
for compensation now rather than later* Thus, the third term of (10) implies 
that the firm's secpnd period wage offer will be redu:ced and the first period 
wage increased to the extent that — 

•The firm's discount fadtor is larger than Jhe worker's discount 
factor, Dg^-D|j>0, and i ' . ^ 

the proportionate response of the proportion^ staying X^/^t^)) to 
the firm's 'second period wage is small' (e.g., the labor supply^ 
elasticlt^s of traicied workers are low) • 

1*^ Choosing the Level of Training * ' ... 

The f.o.c. for specific fcapital, (7), says that the marginal cost of In- 
vestment in specific capital is equated to the marginal discounted revenue to - 
tlie firm^ — the discount factor t^imee the' retention rate times one dollar % l 

. (DaPf(S)?r(K)) plus the discounted margitial benefit to the worker of the 
^specific training. Benefit of specific training to the worker is captured by 
the second term- of (7). The increased* productivity makes the firm less, likely, 
to dismiss the worker. This effect is captured by ^q. In (7), .<^o' is multipli- 
ed by Gy^ — the^benefit the worker receiv^^^om not being dismissed. 

The first order condition for general, training, .(6) , charapterizes the 

.optimal amount of general training. The marginal cost of general training is • 

• equated to the discounted marginal revenue to the firm plus the discounted 

■ ■ y 

marginal benefit t'o the worker. . The marginal revenue to the firm from general 

training has two elements. Th* first element is the marginal pro4uct of a 

dgllar of expenditure on general training for the workers who are going to I 

stay with the firm (Pr(S)Pr(K) ) . ' The second element measures the Ions the^ 

firm is likely to experience because, with gi-ven w^, fluit rates ^11 rise. 
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The higher level of general sUll ImpUes better alternative Income oppor- . 
tunitles for the .worker. For a^glven seco,M period wage, quits will rlae by ^ 

per quit, the loas the Hrm ex|.erlencea la pr(K)Bk--the proBablllty 
the flr» warila to keep the worker times the quaal-oent received by the ftm ^ 

''"'•re'Jarbe^eMr:^ general training to.the worker also has two el,- ■ 
menta. The. first element la that, if the worker is leaving the firm (volun-. 
tarlly or iovoluntarfly) . gtneral training increases the. wage offer in other 
employment. The second element reflects the fact that Che increased. pro^uc^ 
tlvitrSftV^s the find loas likely to dl^las the worker. This benefits Ohe . 
worker, and the &ount of 'the benefit is 0^; The worker benefit of reduced , 
risks Of dismlasal roughly offsets the loss the employer expediences from the 
,uita that are induced' by tl^e' rise in other firms' wage Sffe/s. 

substituting the first order' conditions for ^ and V w| and rearranging^ • 
terma. the condition, describing the e,ullibrl» level of general human capital. 

" , ■ " ' / 

i» this: . - , / 

• (11) Cg - BaPr(S)Pr(K)<l-b) + D^b + Di,f l-bJ^^Gfe,. 
It other firms fully perceive the quality of training provide* by the ,flrm 
Ib-D." the condition -reduces to setting the marginal cost of tralni.* (Cg) 
equal- to Db. .the worker's discount factor. If other firms cannot perceive 
d'fferentf!ls in training qualit-y 'J- 0). the cpndition becomes identical to 
th/t fyor specific human capital 

( 
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The inability of >.ther f lrm» to f-.rcelve all of. the flrfa-to-f irm varia- 
tlona in thf amoun, of general human, ^pital' has the effect of dividing the , 
marginal returns to general human capital into two parts. The share of *e 

return that the worker Is asaured of getting, whether or.not he or she 
staya at the firm (b). is •discounted by .the worker's rate of time P"^^'-"- 
The share that is perceive^ only by the firm th,t provides ^the training (1-b) 
IS depreciated by the' retention rate and discounted by the employer s l^ter- 
•nal rate of retAn. Equation (U) Implies that Inveatment In general OJT In- 
creases with the flrm's'and the workerla discount factor (D, and D^) and the 
retention r.te. and decreases with, its marginal cost. Because turnover rates 
of new hires are rather high. expect that D,Pr(S)Pr(K) + »#oGk < "b- 
If scan Increase-ln thi quality of the signals available to ccher Hrma will 
Increase Investment In gerieral OJT. . ' 



Nontechnical Summary' . 

The th jory of the determinants of on-the«-job tr^lnin/ and. the time pat- 
tern of compensation makes the followlnjg asfumptlons about the environment: 

• OJT 'develops two dlstlAct types of skills, general and^peclflc 
which are pr6duced jointly • . • ^ • " 

• The training firm can accurately measure^ the amount of general ^ 
training received -by l,ts wbrkfer, but other firms cannot. 

Workers are not able to borroti money at as attractive rates of 
Interest as their employers, (consequently, they make choices 
.between alternative job 6pportunltles placing a very high value on. 
receiving compensation^ now father tha^ later)* 

• *The compensation offered by 'a firm has a bigger effect on job 

seeker's decisions to take a job than on Whether to' quit a job at 

a later time*' < . 

' ■ ' ' »■-,■. 

When these assumptions about the environment In which training and compensa^ 
tlon axe determined a fe-i combined with a model of a competitive labor mar*:et, 
we get the following predlcJ:lons about' the time pattern of compensation. 

• Employers bid for new employees by offering. C'ont loaded compensa- 
tion, packages. (Compensation packages like thosg depicted in 3-1 
or 3-4.) Since most workers have a stronger desire to have a dol7 . 
lar now rather than later than their employer, thfe firm' in effect;' 
uses its borrowing power^'to offer new employees a wage package 
«hlch pay^ In^dvance of performanc.e. Moving allowances are tf- ^ 

' clear example of this phenome^non but the same- thing is also accom- 
plished by offering higher starting wages ^nd raising wages with 
. . tenure by less than the rise in pr^ctlvlty n6t of training 

costs.' The tendency of firms tp front load compensation is great- 
eat when quit rates aire not very responsive to the second period 
wage and when there is a big difference between the worker's and 
the employers ability to borrow. 

• Compensatf^n tends to be .front loaded if the people who stay at a 
firm tend to find that the at tract Ivenesa of alternatlAre Jobs 
falls with tenure on the current job. The factors that have, this 
effect are costs of job search or job changing, an underestimate 
by other employers of the amount of general training received, and 
the tendency of thoV^ with better alternative^ or the greatest 
dissatisfaction with their _^rrent job to leave and of those with 
less attractive alternatives and greater satisfaction with their 
Current job to' stay. 

• Front loading of compensation is greater when the second pti^od 
wage has a' greater proportionate Impact on the probability an 

•employer will keep a worker thani it has on the probability the 
worker will want to stay (i.e., choose not to quit). 
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• AfLything^-^hdt raises, productivity In the firm but does 'not raise 
It .ptf^ide the tlzjn will raise ,the wage In the second period but 

^^oi by as much as productivity at the flrni Increases. Two factors 
that will produce this effept are training that Is specific to the ' • 
needs of the employer (and not useful t*o other employers) and the 
ability of the firm to fire the ledst prodyctive employees* Here 
again the result le a 'front loaded wage package* • . ' 

• " ' 

i$ General training which raiee^^productlvity equally both In and out 
Qf the firm results In^^ges risitig along with the rise in produc-- 
tlvity net of traiiilng costs as iti figure 3 '*2« Post-training wage 
rates will have to be higher and starring wage rates will conse- ^ 
quently be lower* , * ^ 

The Consequences ^of a Front Loaded Comperistatton Package 

A front loaded compensation package nieans that at first the firm Is in-* 
vesting mote In training and in learning about the new employee*^, productiv- 
Ity* Later In the worker's tenure these, investment pay off and the employee's 
output exceeds .the wages paid* If the-wo^rker quits before the return from the 
Investment; is recouped, thd^employdr lapses money on the hire* As a result i 
employers offering front loaded compensatiion packages will tend to give hiring 
priority to Job applicants who are not likely to quit* An employer whose wage 
Structure closely tracks ^he average increase In the productivity of new eiti- 
ployee^^wlll tend .to give^ hiring priority to Job applicants who Cook like fast 
learners* While front lipade^* compensation causes the firm to try to select 
n employees who will not quit, it tends to increase (he propensity of those it 
kloes hire to quit* It Is not cl^^r whe^ther the result will be higher ot lower 
qult^ rates* Which of these two influences Is more powerful depends on which 
of the faccors mentioned -Is c^sing^he compensation package to be front ^ 
loaded* ^ ^ . 

The theory predicts ^that even ^when training is entirely general moert com- 

\ ' ' s 

•pensatlon packages will be front loaded during the first couple of years on 

the job or In other words that wage rates will rlse^uaore slowly than produc- 

tlvlty net of training costs* ^ ^ 



The Tralnltiy Decision . ^ , . 

* 

The theory also makes* some Important predictions about the determinants 
of Investment In on-the-job training: 



• Firms and workers will Invest more In general and/or specific OJT 
)Aien Interest rated are low, uheh tax rates on l^h^ returns to the 
• Investments are low, when sepaja^lon rates are low^ when mother 

enployeteT recognize the value of improvements li^ tliie quality a 
firms training and when co6,ts of t saining Investment are deduc- 
table In the year Incurred and the tax rates during the year of 
the* Investment are high. 

* • Decisions about the provision of specific human capital depend 
upon the tax rates faced by the firm and the Interest rate^the 
firm must pay to borrow money. The fact that the costs and 
benefits of specific human capital Investments are shared does 'not 
' ^jean that decision niaking about the amdunt of specific training Is 
Shared. The Interest rate the employee must pay to borrow money " . 
and his tax situation does not affect the decision. 

■ • When general pJTols perceived accurately by all potential employ- , 
ers, the worker must finance all Its costs and It Is the Interest 
rates and tax rates faced by the worltelh^hat determines whether 
the Investment Is undertaken. The ImpacA 6f these factors on the 
level of general training Is similar to their Impact on a young 
'person's decision to remain In school. The primary difference Is" 
that generous low Interest loans are not available to finance 
employer-provided general training as they are for attending' 
, Institutions of postsecondary education. 

When the quality of general OJT provided' by an%employer Is not 
'accurately perceived by other potential employers, the costs and . 
benefits of the training are shared between employer and employee. 
'Decision maklng^.authorlty over Its level Is also shared. The 
jlevel of investment is influenced by the rates of interest and 
taxation faced by both the employer and the employee. 

^3.3 Data 

An employer survey sponsored ^y the National Institute of Education and 
the National Center for Research In Vocational Education conducted between 
February and June 1982 provides, the basis for analysing the size and characte 
of on-the-job training and testing the theory developed in part two. The 
survey reprerented the second wave of a two-wave longitudinal survey of em- 
ployers from selected geographic areas across the country. The first wave, 
not utilized. .in this study, was funded by the U.S. Department of Labor to 
collect data on area'"Tabor market effects of its Employment Opportunity Pilot 
Project (EOPP). The survey encompassed 10 EOPP pilot sites and 18 comparison 
sites selected for their similarity to the pilot site. Tne survey design 
ppecified a strategy of oversampling firms vdth a relatively high proporiion 
of low wage workers. The second wave made an attempt to interview alf of the 
respondents ts the first wave survey^JAbout 70 percent of the original 
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iJespondeats completed surveys for the second wave. The data Aiollected by this 
second wave survey on the circumstances surrounding a recently hired worker 
• are more extensive than those Mailable In the first wave, or in any other 
data set known to the authors. . s 

Mn the bulk of the sample the respondent was the owner/manag^' of the 
establishment. In large organizations, the primary respondent was the person^ 
in chatge of hiring, generally the personnel officer. When theyirimary res- 
pondent was .unable, to answer a question, he or she was asked if someone else 
in the organizatibn ^ould have the information and that part o^ the interview 
was completed with this other official. Other respondents were: controllers, 
' wage and salary administrators, and line supervisors (for questions about a 
particular recent hire). A copy of the, questionnaire as well as other related 
informati'on is available orf request from the authors. Each employer surveyed 
was asked about the training provided to the.la^t employee - hired prior to . 
August 1«»81.' A total of, 447 employers responded that they had hired a new ; 
employee but did not have complete information on the hiring and training 
process, and, therefore, did not complete this part of the interview. The . 
2.264 employers who provided answers to a series of quef,ions concerning the 
l^ast Wrson hired make up the sample of employers whose hiring activity is to 
be examined.^ 

questdons were asked about the 'recent hire-, current and starting hourly 
wage raJea and an average rate paid to workers with 2 years 'of experl«^. 
If the respondent could not report hourly rates, he t.r she was asked what the 
monthly, salary was and how nany hours the individual worked per week; an 
hourly wage was calculated by dividing ihe salary by number of hours worked 
per month (4.33 times the hours worked per week). Since the starting rate 
reported in the interview is a nominal 'wage, its level wlil depend on the 
• ■ general wage level at the time ihe Individual was first hljed. Consequently, 
when the st/rting wage is a dependent variable, the time since the person was 
hired must be controlled. 

Data were obtained on the amount of time that is devoted to training new 
employees during their first 3 months. Separate questions were asked about 
training hours spent in formal training, informal training by management, in- 
' forXal training by co-workers, and wat.ching others, do the Job (see questions 
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206, 271-280 in appendix C).^ For th& sample of firms and Jobs, the means 
for the typical worker were as foMows; 

• Watching others- do the/job^ — 47t3 hours 

• PorniAl training programs— 10.7 hours ^ 

• Informal training by management-^51#0 hours 

• Informal training' by co-workers — ^24.2 hours 

A. training time Index was constructed that valued and then combined the 
time Invested In training activities during' the first 3 months on the Job. The^ 
management Btaff members who provided formal and Informal training were as- 
sumed to be paid 1*5 times the wage of a co-worker and the trainee's time was ^ 
value^ as equal to 0.8 hour of to-worker training time* When ^upervlsors 
and co-workers are giving Informal training to a new employee, . the trainee 
is almost invariably Involved directly in a production activity* Employers 
report that for Infor^l training, the trainees are typically as productive^ 
while, being trained as tl>ey are when working iilone* ^ Consequently, informal 
training is assumed to Involve only the investment of ^ the trainei^*s time* The 
training time index is equal tojOjS times the hours spent ^watching others do 
the job plus 1*8 t^imes the hours in formal"^ training plus. 1*5 times the 
hours in training by managemeh^t plus hours in training by ^co-workers The 
arithmetic mean of this index is 124 hours; implying that the value of the ' 
time invested in tiainin^ a typical new employee in the first 3 months, is 
^bout 23 percent of the output that a co-worker would produce in 3 months* 

The survey asked the emplj>yer (or in larger firms the immediate super- 
visor) to report on the productivity of the typical individual hired in the 
Job (see questions 282 and 283 in appendix A) after 2 weeks, 12 weeks, andat 
the end of 2 years at the firm*^^ The mean values of these indexes of 
reported productivity were as follows: 

• First 2 weeks — 49*0 , ■ * • ^ 

• Next 10 weeks— 64.6 . . ^ 

• After 2 years — 81.4 ' . 

Xn ^most of the work to follow, it is assumed that these productivity 
Indexes are proportional transformations of true productivity plus random 
error*^^ This makes it ^possible to combine the estimates of time invest"^ 
meats in training with tl^e productivity estimates to produce estimates of * 
productivity net^of training. costs of each new hire during the first 3 months 
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of employment. The assumption that these^productlvity indexes are a propbr- 
.tioaal transfomation krM€ pro«i«ct iyi-*y ftuf 4 rinAeP error i%f C:»-U.^r, 

arbitrary.. Sensitivity to the main findings oonccrnl.ii; this ansumpi ton win 
be tested. by 'presenting estimates of total tta^ning costs that are based on 3 
alternative assumptions: proportionate differences in productivity are in 
.fact 150 percent of thos^ reported, 50 percent of those reported-and nonexis- 
tent, Th,e general formul^a for these calculations is— ' _ . 

(12) NP - RP'TP - CT + I.5*MTI + MTf 

• ' 520 

where 

NP - productivity net of training cost 6f typical new hire 
RP - relative productivity of new hire to productivity of typical worker 
with two years' tenure 

» .167 PR0D24 + .833 PROD312i 
PRODTYP ^ 

assumes OT - 520 - TW - TF. 
■ ' PR0D2 - reported productivity o£ typical new hire during the first 2 weeks 
PR0D317 - repotted productivity of typical hire during the next 10 weeks ^ 
PRODTYP - reported productivity of typical worker In same Job^wlth 2 years 
tenure ■ ""-^ 
TW - time watching others over f irst, 3 mpntjis 
TF - time spent in formal training over f irsl-^^^onths 
CT - co-worker time spent training, new hire informalljr^over first 
3 months 

T1,(MTF) - management time spent training new hires informally (formally) 
* over first 3 months* 

3.4 Results 

. The theor^ developed in section 2 predicts that even when training Is 
entirely general, wage rates will rise more slowly than productivity net of 
training costs. This outcome Is predicted whenever workers poor access to 
loans at reasonable rates of Interest than firms (I.e.. worker's preference 
for a dollar now rather than 5 years from now Is much greater than that of 
employers), and/or whenever there are other sources of specificity beslder 
specific training such as costs of transfer or the Impacts of selective 
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retention. -This prediction contrasts with the predictions of Becker's theory 
of general human capital, Lazear's agency model, Jovanovlc's sorting, model, 
and Salop and Salop's self selection model. These mo^lels all pi'tslUt (hat 
WKta bramiiis is st<Kr*t w*^ «»1«is rile «^ A ffttC V(«^ «• 
above the rate of growth of productivity net of training cost. Data on 
training, reported productivity, and wage rates during the first 2 years of 
tenure on a job from a sample of 1,493 recently hired worke-rs will be used to 
test these competing theories. In order to minimize problems of recall and of 
adjusting actual starting wage rates for inflation since the date of hire, the 
sample was lifflited to jobs of new employees who were hired after July 1, 1980 
(e.g., less than 24 months prior to the interview). 

Employers were asked "How many of the skills learned by new employees in 
this job are useful outside of this company?" Fltty-nlne percent respopdjed 
"almost all," 13 percent responded "most," aB4 only 7.5 percent answered j 
"almost none." This question provides us with an Independent direct measfire 
of the generality of the training provided by a firm. It allows us to tdat 
our hypotheses about relative rates of growth of wage rates and training jln a 
sample of jobs that require highly general skills. The employers were n^xt , 
asked how many other local firms made use of the general skUls- that were 
developed in their training. This question allows a further refinement of our 
classification of jobs. The jobs that offer the moat general skill training 
are defined to be those reported vo have "almost all" of their skills useful 
at other firms and 16 or more other firms in the local labor market that in 
fact use these skills. Data for these jobs are presented in the first column 
of table 3-1. The second column presents data for the jobs where almost all ' 
of the training was useful in other firms, but here the number of such firms 
in the locality was small enough (below 16) to suggest that employWs might 
have some monopsony power. The groupings for the other three columns are 
based only on the generality of the skills taught without regard to the size 
of the local rffarket for these skills. 

The first, two rows 'of the table present mean ratios of starting to cur- 
rent or second year wage rates. Since the starting wage is a wage paid about 
a year previous to the interview, after adjusting tor inflation, only 8 or 9 
percent of the 16 percent increase reflects wage progression with tenure. 
Wage increases are similar in all of the Jobs with some generality in their 
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TABLE 3-r . . •, • 

TRAINme. WAGES. AND PRpOUCTIVITY OF TVpICAL* NEW EMI^OYEES BY; 
GENERALITY OF SKILLS TAUGHT ' / 



Number of Skills Usefuroutslde This Company 
Almost A I 



1 



6T 16 
other 
firms. 


LT 16 
other if 
firms 


Most 


Some 


Almost None 




.07 




.83 


.93 




.89 


.88 

f 


.88 

• 


.90 


49.0 


50.9 


4*8.1 


46.3 


27.6 


9.6 


9.3 ' 


■6.3 


10.0 


7.9 






58.1 


" 53.8 


41.0 


25.6 


26.9 


25.2 


22.7 


27.1 


147.1 


156.5 


148.9 


147.3 


1 18.0 


/•O 


O.J 


7.9 


5.fi 


. 4.8 


.60 


.59 


.58 


.ou 


.64 


.79 


.79 


.78 


.81 


.83 


.46 


.44 


.44 


.47 


.55 


.72 


.70 


.71 


.72 


.77 




.53 


.52 


.56 


.62 


'\ .67 


.66 


.66 


.68 


.72 




. '40 


.38 


.44 


.52 


557 


- 326 


. 192 


304 


114 



Wage Rates 
Ratio startlng/2 years {typIca^) 
Ratio startlng/currefVt (actual) ' 

Hours Sp ent In Specific Training 
Activities In Urst 3 Months ' 

Watching others do the Job^ 

Formal training ^programs 

Infori.^al training by management 

. Inforflial training by coworker's 

•4 

Investment In training time 
Weeks to become fully trained ' 

Reported Productivity 
Ratio f Irst ^ weeks to- 2 years 
Ratio next 10 weeks' to 2 years 

Ratio of Productivity Net of Trolgtng Costs 
In F^rst 3 Months to Productivity "Bf a 
Worker with 2 Years Tenure . 

Liberal assumptions 
RP (true) « 0 

Conservative assumptions 

RP (trua) " RP (meas) 
RP (true) » RP (meas) 
RP (trueX « 1 .5 RP (meas) 

Number of cases 
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training. The wage increase in jobs offeririg almost no training in skills 
that are useful at other firms is much smaller and can probably be fully 
accounted for, by inflation. The lack of any wage progression with tenure in 
these jobs suggests that employers pay for and receive almost all the benefits 
o£ specific training. 

Tur decfhd panel of table 3-1 reports answers to questions about the 
number of hours devoted to four distinct training activities. Training for 
jobs with the most i^eneral training and many local competitors ic solves an 
average of 49 hours watching others do the job, 9.6 hours in formal training, 
52 hours in^ informal training by management», and 25.6 hours ^ in informal 
training by co-workers in the first 3 months. The time devoted to" training 
has a value equivalent to 147 hours qf aa already traine4 co-worker's time. 
As long as some of the skills taught are general, the required training time 
seems to be unrelated to the reported degree of generality. However, jobs 
reported to teach almost no skills useful in othpr firms (i.e., have training 
that is completely specific the firm) requixe less trainingr-118 rather . 
than 147 hours in the first 3 months. 

The final row in the panel reports the geometric mean of the answers to 
the question "How 'many weeks does it take for a new employee hired for this 



position to become fully trained an4.JiualifjM_lfJi?__?»=". .^^gAas previous 
experience in this job, but has the necessary school-provided training." Jobs 
for which only some or almost none of the skills are useful in other firms 
take an average of 5 or 6 weeks to learn. 

This training seems to have the hoped for results of increasing the pro- 
ductivity of the new employees. The third panel of the table presents ratios 
of the reporte4 productivity of new employees to the, reported productivity of 
those vith 2 years of tenure. During the first 2 weeks, the typical new em- 
ployee at firms offering general training is reported to be only 59-60 percent 
as productive as the typical worker with 2 years of tenure and experience. 
During the next 10 weeks at the firm, the typical new employee's productivity 
is reported to be 79 percent that of a worker with 2 years of tenure. As one 
would expect, the reported productivity of new employees increases more rapid- 
ly in the first month or so than it does later. The increase in the worker's 
reported productivity seems to be- conerf^l erably greater than the 8 or 9 percent 
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' increase In the workefs wage after accounlj/lng for the liflatlon of Boale wa^e 
rates.l^ Thle occurs despite the fact that the training Is reported to be 
alaost entirely general and there are many local firms that use the skills In 
question* 

The bottom panel of table 3-1 presents est tastes of the ratio of pro- 
ductivity net of training costs in the first 3 months of employment to the 
productivity of a typical »orker with 2 years of tenure in, the firm. The 
sensitivity ofo*hese estiaatis to the assumptions about the scaling of the 
productivity index can -be examined by comparing the rows. Our preferted esti- 
mates, those cslculatefd using conservative assumptions, are in the third row 
of -the panel. The conservative esttaate is obtained by subtracting the value • 
Of time expended by others-management and co-workers~from the estimate of 
the new worker's productivity." The liberal estimate of productivity net ^ 
of training costs assumes thit the trsinee produces no current output when re- ■ 
. celvlng formal training or watching others do the work. snd. therefore, sub- 
tracts the value of the trainee's time devoted to formal training or watching 
others do the work from the previously described conservative estimste of 
iroductlvit; net of training costs." The estimstes are presented in the 
first row of the bottom panel. The second raw of the panel presents estimates 
based on the extreme assumption. that productivity per hour engaged in a non- 
training activity does not increase during the first 2 years on the Job at 
all. Time fully devoted to training (i.e.. the training time Investment re- 
. ported in row 5 of the second panel divided by 520) is subtracted from 1 to 
produce the estimate of the productivity net of training cost ratio. 

The fourth row of the panel presents estimates that are based on the as- 
sumption that the reports of productivity differences supplied by our respon- 
dents exaggerate true proportionate differences in productivity by a factor of 
• two. The fifth row of the panel presents estimates that are based on the as- 
sumption that proportionate differences in true pro'ductlvity between new and 
experienced workers sre 50 percent greater than those reported. These two ^ 
rows aggregate time estimates and productivity differences using the conser- 
vative assumption that the lower productivity reported for new workers re- 
flects m part the portion of their time that is devoted to formal .training 
and watching others do the work. 
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The 1982 National .Center employer survey found that the time others spend 
training a new employee during his or her first 3 months has a value equal to 
19 percent of the productivity of a worker with 2 years tenure. The survey 
' also found that the average new employee spends 11 percent of his or her time 
In the first 3 months either watching others do the job or in a formal train- 
ing program. The survey did not, however, ask questions about the time de- 
voted to training after the first 3 months on the* job. Consequently, the 
ratios reported in the bottom panel compare reported productivity net of 
training cost in the first 3 months to reported productivity at the end of 
the second year. A calculation of the ratio of productivity net of training 
CQSts at these two points in time requires that the value of time devoted 
to training be subtracted from the dehominator as w^ll as the numerator. A 
rough estimate of the correction nee(fed can be obtained by consulting a 1983 
" National* Center survey, of employers that did ask about time devoted to tra4.n- 
ing in the second yaar of employment (Hollenbeck and Smith, 1984). It found 
that in the second year on the job the proportion of time devoted to a full- 
time training activity was about one half of the corresponding proportion of * 
the first month. 1^ Tills means that a rough estimate of the rate of growth 
of productivity net of training costs can be obtained^ dividing the numbers 
in the bottom panel of table 3-1 by 0.905 when conservative aggregation asr 
sumptions are being used and by 0.85 when liberal aggregation assumptions are 
used. , 

Tests of .our. central hypothesis— that productivity net of training costs 
rise more rapidly than compensation during the first 2 years in a job even 
when the training is reported to be completely general—are presented in table 
3-2. This Involves testing the null 4iyp/thesls, Hq, which states that the 
ratio of productivity net of training cost in the first 3 months to productiv- 
ity net of training cost at the end of 2 years, NPg/NP2yr» is to or 
" greater than the- ratio of hourly compensation at these 2 points in time, 
NWa/w2yr» The hypothesis is tested under three different maintained as- 
sumptions about the validity of our measures of relative' productinty, and 
for two alternative assumptions about how to aggregate reports' of trainee 
productivity and the time others devote to the new employee's training. The 
adjustments nacessary to calculate estimates of the ratio of starting 2 year 
productivity net of training costs were described in the previous paragraph. 
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TABLE 3-2 
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•'•f-TESTS OF THE HYPOTHESIS THAT PRODUCTIVITY NET OF TRAINING COSTS RISES 
FASTER THAN WAGE RATES IN JOBS WITH GE^ERAL TRAINING AND MANY. COMPETITORS 



H, 



Hires 
18.8 
18.4 
12.1 
7.4 
676 



Definition of NP 
Liberal assumptions 
Conservative assumptions 

RP(true) ■ •S RP (measured) 

RP(true) ■ 0 

Number of cases 



- Jk— - .08 < 0 



^1' 



18.4 
17.6 
12,2 
7.9 

557 



'^2yr 




Nfe r 

H,: 


+ .02 . 


Hires 


KecenT 
Hires 


M\ 

Hires 


Recent 
» Hires 


16.0 . 


15.2 . , 


13.2 


12.0 


15i2 


14.6 


- 12.0 


11.6 


8.2 


' ' " 8,6 


4.3 


5.0 


1.9 


. ■ 2«5 . 


NS 


NS 


676 


557 


676 


557 



Note: The hypothesis tests assume HP AiP.^ ^^S^V^^gXr ;^?lL"'R5?2SrIlrel'ules"strt'fstl«'JSpJf?i; InTai iS >1 'and .is based- 
positive, t-s?atistlcs would be even fiigheP. The Solurfin ^y^," iJge of people who began worH an average of 
Sn Jobs for which there was a hire less than 2 years ago. Ws Is J*^'"^ ^J^^'i^e 1 ^Ight-haSd columns assume that 2\ . 
%^TrZVe'^^T^\T^ rJe\T.srJ.T^^^^^^^^ rTt^iJW'S? conpensat ion% 10 percent. This Implie^hat 
. iO.08-0. 10) should be added to the Ws/W2yr -hen testing the hypothesis. ^ ^ 
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the eafelmate of the *relevant wage ratio, -.Wg/^w2yr» was obtained by addln| 
0.08, the rate of growihoof adjusted hourly wages from the second .quarte*. of 
1981 to. the second quarter of 1982, to tae wage ratio presented in the first 
row and column of table 3-l« ' V * 

, c ' • ■ . 

The first 2 columns of table 3-2 report hypothesis, tests that are condi- 
tional on the maintained assumption that the rate of grow>:h of .compensation 
(i.e., wages plus fringe benefits) and wage rates are equal. The next 2 - 
columns of the t&ple are based 'on a- maintained assumption that compensation 
typically rises. 5 percent faster than wage rates during the fi/st 2 ^ears on a 
Job. 15 ' The 2 columns on the fax right hand sicle of the table are bfif8«d on a 
maintained assumption that compensation typically rises 10 percent faster than 
wage rates during the first 2 years on a Job.. * « ^ 

^ The t-statlst^c8 repotted in the table imply \ decisive rejection of the 
hypothesis that the rates of compensation for Jobs re^Jorted to offer complete- 
ly general training rise at a rate ^that is equal to or- greater than the rise 
in productivity liet of training costs. The finding- that in the first 2 years 
of teniae compensation rises leSs rapidly Jthan productivity net of training 
costs^ls quite robust. If compensation rises no more than 5 percent faster 
than wage rjates, the hypothesis is rejected even when we make the truly ex- 
treme assumption that, although respondents report to the* contrary , there is 
no inc/rease in worker productivity in the first 2 yeairs on a Job. If compen-: 
satio^i increases 10 percent faster than wage rates, the hypothesis is rejected 
evef'when it is assumed that the true increase in relative productivity with 
tenure i^ only half of what was reported by our respondents. 

These results can be viewed as evidence that in the first year or so on a 
Job the forces tending to cause wages to grow more slowly than productivity 
net of training costs are stronger than those having the opposite effect. 
This is true even when the training is reported to be general. The forces 
that tend to cause starting wage rates to be higher than productivity ^net of 
training costs and therefore wage growth to be slower tha.i the growth of 
productivity net of training costs are— workers facing higher interest rates 
when they borrow than firms and sources of Job-worker match specificity such 
as sorting, costs of transfer, specific training and extra general training 
that is not recognized by others in the labor market. The forces that work in 
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the opposite direction are the need to design wage structures to attract those 
with low quit probabilities (Salop and Salop.v 1976) and to reduce ^shlrKlng 
(Lazear ,/ 1981 ).* The great deal of specif Iclty. to job-worker matches that Is 
Impled by these results means that turnover is extfreinely costly for the c 
worker, the firm and' society. . — . • • « 

' 3.5 Are Private geclsl^ns About On-The-Jo b TrainlnB- Socially Optimal? 
The models developed In this chapter can be used to analyze the social 
optlmallty of the amount of on-the-job training specified in the employment 
agreement. The socially optimal ambunt of general 'training is defined as the 
amount that equates -th^ Z sides, of (13): ' ^ ' ". 

(13) C (g,h) - Ds ■ Sfoclety's discount fadtor. . * « 

' , l+rs 

An examination of . the cohdi'tion determining the level of general Cralning 
suggests two reasons for expecting firms and individuals to underinvest in 
general otrthe-job training. The first reason is «that some f Irm-to-f Irm varl-; 
tlons in general training are not recognized by other employers. If ail dis- 
count factors are the^same, denoting the retention rate, Pr(S) Pr(K), by and 
dropping tha second order effects (see appendix B) the • cpnditio^ determining 
the level of general training becomes— 

(14) Cg(g,h) - Ds^l-(l-R)(l-b)l. ji. . . . 

The fact that the expression within the brackets is less than one implies 
that the private 'payoff to training is smaller than the social payoff and 
therefore that there is underinvestment in general^^JT. Expressed as a pro- 
portion, the discr.epancy/^eVeen the two is (l-R)-(l-b), the separation rate 
times the errors in measurement bias in rewarding increases lu general train- 
ing. The discrepancy and, therefore, the tendency to unddrinvest in general 
training is "delated positively to the separatX^ rate,and related negatively 
to the quality of the signals available to other firms for predicting the 
• amount of general training received at the firm being modeled. 

The second reason why investment in general on-the-job training is below 
the social '^optimum is that the workers who must invest in general OJT typi- 
cally demand much higher before-tax rates of return than society would demand. 
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If general- training la fully perceived by other firms, (b"I), the equilibrium 

level 6f general ^.raining will equate tho Individuial^s trade-off of future 

before tax dollars for present before tax dollars, D^, to the marginal cost 

in 'the first pojriod of > one before tax dollar of general human capital^ in the 

second- period, to(,g»^» If tax rates are part of ,the model, the discount' 

factor is „ 0 ^ 

" ) 

°b ■ ^ (l-tg) ' ' ' • 

(1+rijtKi-n) 

where ti and t2 are isargl^al tax rates in the first /petlo^and the second 
period and r^i Is the Individual's rate of time preference. A rise (fall) in 
Produces a rlse^(fall) in training investment. 

Because of the progresslveness^^^ t> i Income tax atid the individual's 
poor access to credit^ 1)^ is almost certainly smaller than Dg, the social 
discount factor. The, costs of^OJT are expensed in the year, they are Incurred, 
60, If air. individuals paid taxes every year and faced the same marginal tax 
rate every' year, the tax system would have neutral effects on OJT . Investment. ^' 
However, investments in' OJT a£e typically made at a time when the individual 
has no tax liability ot^ lower than normal marginal tax rate and the benefits ' 
are^^ceived'when earnings and marglnal^ax^ltes are higher*. This' phenomenon 
reduces the size of D^* .Secondly, the discount rates that individuals use 
to calculate the present valu6 of returns to OJT are considerably higher than ; 
both the firm's internal rate of return and the social rate of discount. This 
occurs because most young workers are unable to borrow to finance investments 
'in OJT and because those loans that are available (e.g., time purchase of a 
car or an appliance) carry extremely high interest rates. Government-guaran- 
anteed and subsidized loans are available for financing schooling;! but not for 
financing on-the-job "training. . 

When both these effects are operating, the expression that characterizes 
the ratio of private to social rates of return for an Investment in general , 
human capital Us— ^ ^ 

(15) Elatio private/ social returns - (Da(l-b)R + Dbb)/D8 

■ R(I-b)(I-H:«)(I-tj) b(H-rc)(l-t:>) 
(l+rg)(l-ti) + (l+rb)(l-ti). 

^ ^ . ^l9^ c . 



For specljlc huinan capital, Boclal optlrnallty U the level of training 
that eduates the marginal cjat of apectfic training. Ch(g.h). to the.reten- 
* ' tlon raw- divided by the soc'lal dl8*>unt rate. R/l+r,. Private declalon 
„ •• making results in specific training Inve8,tient8 that equate ChCg.h) to . 
R(l-tJ)n(l+»a)U-'i)l- thus. 'for specific human capital, the ratio of 
private social returns is-- ' » 
. (16) Ratio' private/social returns - (l+raK|rl|.> 

' Since- the iirm typically doea not .concentrate all its specific OJT investments 

• in one period and recei»e*all the returns in another, the marginal tax rates 

• • in the first and second periods-are not likely to be systaaatlcally different. 
.' Firms that do not have good icc'eas to the capital market may have befora. tax 

in'ternal rates of return that considerably exceed the social rat^ of ilacount. 
This will cause suih firms to underinvest in all forms of human andifhyslcal 
capital. HoweVer. the firm's internal rate of/return will typicaljCy be below 
the discount rates being used by its newer employees. For this abd other 
reasons, the discrepancy between private and social returns is /ikely to be 
smaller for specific training than for general training. { 
- ' The assumption that many of the costs of producing general and specific 

• training are Joint implies that the marginal cost of a dollar of specific 
human capital depends upon the amount of general training and vice veraa. If 
th4 cross partial of the cost function C^g la positive and almost the size 

■ Of the.second partial. Cgg. the' two forms of training a« close substitutes 
and a distortion th,t causes underinvestment in general training will result 
■ ■ in extensive substitution of specific, f5r general training. If the cross 

partial of the cost function, is negative, a distortion that causes underin- 
v/tment in general training will also reduce specific training.. This means 
that St workers and their employers are underinvesting in general OJT for any 
V of the reasons citei above-high discount factors, rising ' marginal tax rates. 

lack of market perception of OJT <,\«lity--the firm's decisions about the 
■ . amount of specific training to undertake will also tend to be distorted as 

well. There is no way of knowing.'* priori whether the spillover distortion 
of the specific OJT decision will increase or decrease specific OJT. What 
'-does this discussion Imply about the social optimality of investment in 

V 
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specific OJT? Underinvestment in specific human capital is not as serious a 
problem as underinvestment « in general human capital^ so- stimulating specific 
OJT has lower social priority than stimulating general OJT« In addition 
successfully stimulating general OJT will tenl^ to reduce distortions of, 
.specific OJT* ... 

» 

^ In summary 9 workers and i^^^ tend (o underinvest -in general training. 
Thia OQjcurs for four reasons— * * 

• the worker's discount' rate (the rate at which the' worker can 
borrow and therefore tradeoff futUre consumption for current 
consumption) Is , considerably higher than the social discount r^te? 
(the interest rate 6n government bonds) 

• ' #• ** 

• the tax rates faced by the worker when 'the returns to the invest- ^ 
*ment are being re.ceiVed are typically higher than the tax rate.s. 
when the coats are being incurred ^ 

• other employers do not accurately perceive the qual;Lty of the ^ 
general OJT received t{y the worker and as result do ndt fully, 
compensate thfe traced worker if hef/she receives good graining 

■ 'I * . , 

• the minimum wage; If a minimum wage constraint is .blading 6he s> 
star^tin'g wage on a Job will have to be higher* than it would other- 
wise hpve been and this increases the cost of training and thus 
redi^ces its amount* A second Impact of the minimum' wage is that 

the higher starting wage it causes is partially comi^nsated for by 
a fall in the wage rate in t\\e post training period* This in- 
creases the quit rate Which in. turn reduces the payoff to training 
and therefore the amount of training* 

.If the interest rates facing employers are higher t;han the s^ial discount 

^ rate there will also be underinvestment in specific training* The degree of 

TV y 

underinvestment in specific training Is considerably smaller than the under- 
'investment in gen|^ral training* 

^ From the point of view cf public policy » the most impbrtant cot^lusion 

from our economic analysis of on-the-job training is that from society^ s point 
of view employers and employees uflderinjgeit in general on-the-job training * 
There is a good deal of empirical evidence supporting this finding* If there 
Is underinvestment in general OJT we would expect to find private rates of 
return to OJT to be very high* The studies that have estimated the return to 
OJT do find that rates of return are very high* Harvey Rosen (1982) founds 
for instance^ that after adjusting for inflation the real rate of return to 
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OJT investments^ by the worker was 12;6 percent per year for those who wen?: ttf ' ^ 
college and If Urcent- for thbse .who did not. attend college. These rates of 
"r-eturn ar6 considerably higher ' thah^he real rWes of return of .about 4 . 
peVcent"on corporate ^)onds' and of about 5 percant fpr schooling." Mincer , ' . 
(1974) estimated the, rates of retixtn to be even higher. • ^ 
• Th4 data presented in table 3.1 also supports a conclusion that total " 
rat^s. of return (cWriing both worker. and. employer benefits and coSl^s) to^OJT 
■ in the fir.9t *few. months. of 'employmerit. are extremely Mg>iv Our respondents 
report 't^at.in.thi third thitQugh twelfth week of employment, product i>^ty is ^ ' ' 
percent higher on average' th'an in the first two weeks. Since the training . ' 
jihat produces this drama"? ic" increase in productivity is occurring over the 
'course of only, two months, tjie calculated costs of this training are not ■ ; 
likely to- exceed.tlw months of output from the new worker. If so the average^ • 
•rate of return to this training exceeds 100 percent. The employers, we ' 
. interviewed reported that over the course of the next 21 months up to the, 
worker's second annrv'e-isary' at the firm that productivity typically increases' , 
another 12 percent. Average rates of return on the training investments that 
produce* this productivity gain will not b6 100 percent but they are many times 
higher than the real rates of retup to rorpprate bonds and schooling. • ^ 

.A different type of evidence for underinvestment in general, on-the-job « 
training is provided by Bishop's (1982) study of the social payoff to • 
occupationally specific training. By comparing two ;iew hires in the same job 
with differing amounts of experience, he obtained the rpsult that compared to 
zero experience. 5 years of relevant work experience reduces the training 
required by 22 percent and increases productivity by 16 percent in the first ^ 
two weeks. 11 percent in the next iO weeks and 6 percent after about a year at 
the firm. The key finding is' that these increases in productivity and savings 
m training costs are la-rger than the extra wages offered these workers. T^is 
means that oa-the- job^trainlng at employer A not only benefits the employee 
and employer A (as implied by Becker's theory of OJT) but also benefits other 
employers in the industry who hire workers who quit or are laid off by - 
employer A. In other words. OJT creates externalltles-soclal benefits that 
are not captured by either the trainer or the trainee. The market failure ^ 
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that la Implied by this finding Is justification for governmental efforts to 
stimulate the externality creating activlty-«-general on-the-job training* 

How might government Induce firms and workers to increase Investments' in 
general on-the-job training? Four different approaches will be evaluated: 
(1) lower taxes on the returns that the employer receives from training 
investments (2) lower taxes on the returns the employee receives frpm training 
investments (3) subsidize' the costs of training investments and <4) abolish 

the minimum wage for jobs that offer consJ,derable training* 

^ «^ 

The first two options are not viable because the returns to a training 
investment cannot be administratively distinguished \from the returns to other 
investments and general reductions in tax rates (both during and after train- 
ing) do not increase the incentives to invest in training* It has been demo^^^.^ 
strated both theoretically and empirically (Hashimoto, 1982; Bishop, 1982) 
that the minimum wage reduces general OJT so reductions in the minimum would 
increase general OJT somewhat ^ Eliminating the minimum wage would nbt, how- 
ever, end or even significantly reduce the underinvestment in general OJT* 
The reason is "^that the minimum wage is a binding constraint for only a small 
minority of jobs and even in its absence underinvestment in general OJT would 
occur for a variety of other reasons* 

This leaves us r^th a subsidy of the costs of general training as the 
only policy that might significantly increase general on-the-job training. 
Since general OJT typically gets mixed together with specific OJT and both 
occur simultaneously Vith actual^ production, the primary barrier to subsi- 
dizing general OJT is finding a way ^o measure it* One way society can 
promote on-the-job skil.1 training without having to have a comprehensive 
solution to the measurement probleni is for community colleges (or some other 
public agency) to establish cooperative training ventures with specific local 
employers in which teachers on the college's payroll provide training that 



meets that employer's specifications but is also useful at other firms* Many 



becoming increasingly important providers of skill training that is custom- 
ized to a particular employer's needs. It is not cl?ar, however, that 
publicly controlled institutions have a comparative advantage in this type of 



states and localities now offer this kind of aid to companies that open or 
expand plants in the community* Publicly subsidized institutions seem to be 
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.activity and that lacking the public subsidy they^ould be effective competi- 
tors In this market. If not. efforts to promote oir^the-Job skill training 
might better be focused on offering the subsidy to the worker or firm and 
letting them choose who shall provide th^ training. 

An alternative way of encourkging coUaboration is to offer subsidies to 
employers that offer training that is inte^ated with a school or college's 
curriculum (the Targeted Jobs Tax Credit offers sucli a tax credit for hiring 
disadvantaged high school cooperative education students). • Another approach 
might be to offer young people leaving high school a voucher /scholar ship that 
can be used to buy training from an employer as well as to pay college 
tuition. Still a third approach would be to offer a tax credit to employers 
that provide certain approved kinds of training. The major difficulty with 
the latter two approaches is that one cannot subsidize something one cannot 
measure, and measuring OJT is notoriously difficult. The measurement problem 
cajs> be solved, however, and the final section of the paper presents two 
l/tactical proposals of how on-the-job training mighty be subsidized. 

» 

Marginal Training Subsidy , 

A marginal training subsidy (MTS) would offer a partial subsidy of train- 
ing expenditures above a threshold level. Thtf rate of subsidy or tax credit 
would be set somewhere between 10 and 33 percent. The training costs that 
would be eligible for subsidy would include payments to industry^ training 
funds, tuition reimbursements for job related training, contributions of mate- 
• rials or staff time to vocational/technical Institutions, the budgeted costs 
of the firm's formal training of new and continuing employees, and certain of 
the costs of informal training of new and upgraded employees. Partici- 
pating companies with more than 100 employees would be required to have a 
training ad/isory committee that contains worker representation. 

While the measurement of the costs of informal training is difficult, it^ 
must be attempted if choices between formal and informal training are not to 
be distorted. 20 The subsidlzable costs of informal training would U limit- 
ed to trainee time and trainer time during t/he first year of employment or 
during the first 3 months before or after a major promotion and change in job 
responsibility. If the training Is formal, certain additional expenses-books 
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and materials, rental on |.eachlng machines and equipment or office space de- 
dicated entirely to training, and^ggkym^nts to training vendors — would be 
ellglbre for subsidy. 'Formal training would be subsldlzable regardless of 
leiigth of tenure and whether the worker Is receiving a promotion. At the con- 
elusion of the training program or the firm's fiscal year, the employer would 
be required to award each trainee a certificate describing the number of hours 

of formdl or Informal training provided/attended, skills taught and where 

fx . 

appropriate, the competence achieved. 

- The threshold which' must be exceeded before a subsidy or tax credit would 
be paid would be equal to 10 percent of the firm or establishments wage pay- 
ments to employees with less than one year of tenure at the firm plus 1.5 
percent of wage payments to all other employees.. The threshold Is higher for 
firms with many new employees because (a) new employees tend to receive more 
training than continuing empWees and (b) the costs of Informal training are 
subaldlzable^ only during the fl^ year on the job and for a short period 
after a promotion. 

A subsidy above a'threshold has some Important advantages over an obliga- 
tion to spend a minimum amount on training: 

• Firms that are big trainers (and therefore probably efficient trainers) of 
skilled workers would always face an Incentive to expand their training. 

• In Francw where there Is ah obligation to spend 1 percent of wage bill on 
training the great > majority of employees work at firms which exceed their 
obligation to spend on training so at the margin, there Is no public en- 
couragement of additional training for the majority of .French workers. A 
subsidy above a threshold avoids this problem. 

• Paperwork Is reduced because most flrm^ would not apply for a subsidy In 
. 'mosl: years. ' Year-to-year variations In training expenditures are likely 

to be large at small firms. Such firms would most likely spend above the 
threshold only In years In which there Is a major expansion of employment 
or Lhe Installation of new equipment. 

• Employers who feel the administrative burdens of the subsidy are too high, 
are free not to participate. 

All employers — profit making, non-profit and governmental — should be eligible 

for the marginal training subsidy If their training expenditures exceed the 

threshold defined for their organization. In order for Incentive effects 

to be maximized,- wloyers must feel they are assured a larger subsidy payment 

if they increase their firm's training investment. Together these two consldr 

eratlons imply that the MTS should be administered as a subsidy entitlement, 
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aB a tax credit agalnst^^ broad baaed tax on the firm's wage bill like FUTA or 
social security, or as a tax credit gainst incone taxes that can be sold to 
other fl^ms.22 The MTS would be financed either out of general revenue or 
a special training tax on the wage bill of all employers. In order to give 
firms time to set up the accounting procedures to record training expendi- 
tures, it would be phased in at least a year after the legislation is 
passed* ' ^ 

The MTS has a number of important advantages: 
. The social benefits of on-the-job training are probably, just "large 

as the social benefits of occupationally «P-"J^, "^^"f ^orke^s to ' 
schools. The MTS would create an incentive for firms and wo^^*^®" to 
generate more of such benefits and would reduce currently prevailing ^ 
distortions of the choice between thefee two oodeo of providing 
occupationally specific training. 

• Since the employer pays 67 to 90 percent of the cost of training, there 
is alwl5s an'lncentlve to do the training in tj^^ mo«t efficient manner 
possible* % 

• Choice of which jobs to train for and how to 

by the employer not by an educator, a govei^ent offic.ial or by the 
trainee. ^The employer is the person best able to pr eject the f rm a 
future need for skilled workers and to select the best method oi train 
Ing for those skills. ' , . 

. The inclusion of the costs Qf informal training in the definition of _ 
^bsiSizable training expenses is fair to small ^"«^""«.«"J/tn?rm^^^ 
tendency of .the subsidy to distort choices between formal and informal 

training. 

. While the MTS is not directly targeted ^^^^^^^^^^^^^Pj^f ,'^°^fes'un- 
worker. it will reduce unemployment nevertheless. The MTS reduces un 

employment in two ways: 

-It encourages firms to hire and train new w^'Herp; and to retrain ^ 
rather than lay-off workers whose skills were becoming obsolete. 

. ' -It encourages the firm to expand the supply of ^Jf/^J^^^^f 

than engaging in a bidding war for the limited ^^PPj^ ^f^^"^^^ 
trained workers thus producing an, acceleration of inflation. 
. The MTS should discourage turnover. A firm with high rates turnover 
will have a higher threshold and will as a result receive a smaller sub 
sidy payment* 

.The MtS has as its objective exRansion and intensification of on-the-job 
training. Only two small reforms of current practice are proposed-training 
advisory committees at firms with more than 100 employees and providing the 
trainee a certificate describing the training that has been received. All 
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the really Important declslons—who Is to be trained, what Is to be taught, 
workers Influence these decisions by bidding for jobs that require training, 
by selecting an eiployer who provides the desired training, and the commitment 
that Is given to learning the material that Is presented). 

Employers and workers probably Invest nearly $100 billion of time and 
resources In formal and l|\formal on-the-job training, each year. Consequently, 
covering all cmplpyers and all kinds of training Inevitably means costs can be 
kept down only If the subsidy rate Is set rather low, the definition of subsl- 
dlzable. expenditure Is restrictive and the threshold Is set rather high. 

• 

A Critical Skills Training Incentive 

An alternative approach to promoting more private Investment In on-the- 
job training Is to target certain critical occupations that are experiencing 

severe shortages. A subsidy would be offered for training newly hired and/or 

•IT* ' 
^transferred employees In a few selected occupations*^' * 

Selecting Skills for Which to Provide Traltilng Incentive. Legislation 
would restrict the subsidy to a limited number of industries that currently 
export a major share of their output, or are service firms that provide speci- 
alized high tech services. 2^ To be eligible for a training subsidy, an 
occupation/skill would have to involve considerable initial on-the-job train- 
ing, be required at manjt, firms, and be in shortage. The determination of 
whether an occupation is in shortage would be based on current data on changes 
in relative wage rates, changes in vacancy rates or newspaper advertising if 
available, and on recent and projected growth of demand for the skill. ^5 
The Department of Labor would be given a fixed budget and empowered to select 
a limited number of skilled jobs for which training subsidies would be 
available. 

Once an occupation had been selected as a potential candidate for subsidy 

ft 

the Secretary of Labor would appoint an Indus try/ labor committee to make re- 
commendations regarding the definition of the critical skill, the competencies 
that a trained individual would be expected to have, and possible mechanisms 
to Insurft that subsidized trainees achieve these standards. The Department of 
Labor would do a small survey of the cOsts of training and the length of the 
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training period that would 8««e as a baeU for calculaliona for median train- 
ing cost." IK/ Secretary of Labor would be empowered t^ make conpet.incy 
certification (under the auspices of a multi-employer or union umbrella 

organization) a part, of the mechanism for defining ellglbUlty for . critical 

27 

skills ttalnlng subsidy.*' » 

A..ini»ratlon of Training Incentive. Application for a "subsidy of a 
particular trainee must be mad* within on, week of the start of the training 
(within one week of the date of beginning-, work In the case of a new hire), 
the requirement of Immediate application for the training subsidy has three 
purposes: (1) by forcing the firm to be aware of the subsidy when It begins 
the training. It maximises the subsidy's Incentive effect and reducea • 
retroactivity. (2) It allows DOL to continuously monitor the number of 
trainees Its program has stimulated, and to project future costs and the 
fuUflllment of Its goals. (3) for the firm It locks In the terms and 
conditions of subsidy that prevailed at the date training was commenced. 
DOT. determines that more (less) training Is being undertaken than " 
«a,. budgeted. It has the right without advance notice to restrict (liberalize) 
the definition of subsldliable Jobs/skills., lower (raise) the training cost 
allowance or end t*at occupation's eligibility. Changes In rules would app y 
to all training programs begun one, week or more after the announcement of the . 
change » 

There would be no limit to the number of trainees for which an employer 
could be, subsidized, and the firm would not have to Obtain advance agreement 
from DOL as to this number. The employer would only have to certl y (1 tha 
Che training he provides results In «.e worker's attaining the critical skll 
and (2) that the trainees did not have that skill prior to the training, 
certification would be audited on a random basls.29 wo^^rs who complete 
training would be awarded a certificate attesting to the skills they have 
achieved. The skills taught by the training program would be described In 
detail either on the back of the certificate or on an attachment. 

The administration of this Critical Skills Training Incentive has been 
described In "anslderable detail for several reas. o: 

, the popularity of the program with employers will depend upon how easy It 
Is J^or them to administer it, 
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• the povex of the Incentives it produces and the cost of the program may 
depend upon seemingly' minor administrative matters (such as when 
application for sulbsidy must b6 made), 

e the primary concern about proposals such as this is whether they 
can be administered, so there needs to be a demonstration of the 
feasibility of the program* _ > ' 

The pl^n described has a number of attractive features: 

• It is limited in scope to occupations in critical shortage. 

m 

• Great flexibility is given to program administrators. (This is 
essential because the very concept of the program is new and because 

it must quickly respond to the changing'^ needs of the economy.) 
' * ■ 

• Workers who complete training are awarded a certi|icate that describes 

the skills they have gaineid. 

■ » . •' 

• The firm always faces a marginal incentive to expand its training 
of targeted skills. It. does not have to get prior agreement from 

DOL about how many people to train (an administrative heuisel Chat would 
be a major barrier to participation). 

• The firm is given an incentive to retain the workers it trains. 

• Despite the almost 'entitlement* nature of the training subsidy, its 
total cost is capped by the monitoring of usage and D0L*8 ability to 
lower subsidy amounts and tighten eligibility., 

• A sunset provision automatically ends a skill's eligibility for 
subsidy. 

• Cost could be further reduced by requiring that firms already employ- 
ing people in the targeted skilled occupations exceed a given level 
of training before being eligible for subsidy. /It could be assumed 
that in the normal course of events 'such firms would have to replace 
10 percent of their stock of workers with the targeted skills anyway. 
The subsidy could be paid for trainees above this threshold. 

• The firm's administrative costs &r&-kept.lowt. The firm does not have 
to calculate and report how much it is spending on training. 

• Eligibility for subsidy is a function of an output— the number of ^ 
people trained for certain specific Jobs-- not a measure of input. 
This creates a strong incentive to be as efficient as possible in 
doing the training* 

The Critical Skills Training Incentive has some important drawbacks, how- 
ever. Its succnss depends upon the wisdom and timeliness of the selection of 
skills for which training subsidy is provided. Experience with federally 
funded graduate fellowships should remind us how difficult it is for govern- 
ment to forcast future demand for a specific skill and Implement decisions to 
extend or withdraw training subsidies in a timely manner. Graduate fellow- 
ships were originally targeted on a few shortage fields thcught to be critical 
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t. «tlo«e\ delenae. However, other fields cmpalgned to be Included end new 
progra«e wete started until ,aliAst every field ^of study was included in at 
least one^ency's fellowship, program. The number of fellowships expanded even 
after the shortages ^f PhD "holders that gave rise to the programs were re- 
placed by surpluses. The CSTI has features--the sunset provision, great 
«i»inletrative fle:libility and a fixed budget-that are intended to prevent a 
recurrence of the poor timing thi^i characterised the graduate fellowships 

- progr-ams. There is always the possibility, however, that the projections of 
future demand will be wrong or that politics will result in the wrong occupa- ■ 

. tions being selected and thitt the selective nature of the training incentive 
woild increase rather than decre^e market distortions. 
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FOOTNOTES 



• I 

I 

1. Comparisons of rates of productivity growth and rates of wage growth 
were made under an assumption that reported productivity was a proportional 
transformation of true productivity plus a random error. During the first .6 
months, reported productivity grew considerably faster than wage rates. After 
the first '6 months, rates of wage and productivity growth ware approximately 
equal. As with Medoff and Abraham, these results do not take into account re- 
ductions in the amount of time; others spend training the new employee as the 
worker gains tenure. Growth rates of productivity net of training costs are 
inevitably higher than growth 'rates of productivity alone. These results are 
very similar to those reported in this paper and arje consistent with the the- 
ory that is developed in seicfclon 3.2. 

2. The job of predicting firm to firm variations in general training Is made 
harder by the fact that there are thousands of types of general human capital 
only soiae of which will have V4^e in a particular firm. To keep things ^ 
simple, however, the model assumes only one form of general human capital. 

3. 'Studies of quit and layoff rates typically obtain wage elasticity esti- 
mates that are considerably below one (Bishop 1981). This implies that the 
elasticities of stay and keep rates are even lower and that (Da<)wgPr(K)Dk - 
Db+o^k) is very small (See appendix B for an extended discussion of why these 
terms are very sm^ll). 

• « 

4. AoGk may be rewritten as Pr(K)no(Gk/w) . Since both G^/w, the ratio of the 
worker's quasi-rent to the wage is small, and the wage elasticity of the 
proportion of new hires .that are kept is small, the third term of (11) will be 
small . ' 

5. Note that the sample is representative of on-the-job, training provided by 
a group of employers, not the training activity tssociated with the employ.- 
raent of a group of job seekers during a specified time flame. The sample most 
likely underrepresents larger employers if the employment of a group of job ^ 
seekers over a specified period of time were %o be considered. 

6. In a few cases, employers reported that more than 520 hours (13 weeks 
times 40 hours a week) had" been devoted to a specific training activity during 
the first 3 months on the job. While the new hire might have received trainr 
ing from more than one supervisor, it is unlikely that two trainers were 
simultaneously in one-on-one contact with the new hire. Consequently the com- 
puter edit of this data changed all reports of more than 520 hours involved in 
a training activity to 520. 

7. The cost of the trainer was assumed to be two-thirds of the foregone pro- 
ductivity, since formal training of ten >ovolve8 more than one trainee. Thus 
1.8 - (2/3)1.5 + .8. 

8. The index was constructed under an assumption that the four training 
activities were mutually exclusive. This implies that if the sum of the hours 
devoted to individual activities is greater than 520, that a reporting error 
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has occurred which overstates investment in*training* In the few cases Where 
the suia of hours devoted to training exceeded 520, the training time index was 
adj[u8ted downward by the ratio of 520 to^ the sum of the hour& reported for 
individual activities* This procedure reduces the mean of the index by .about / 
10 percent* ' \ . ' . 

9* The interview questions about the productivity of recently hired employees 
were intended to provide indicators of the relative productivity of one worker 
at different points in time or two different workers In the identical job^. 
They do not attempt to measure productivity In any absolute sense and there- 
fore are not comparable across firms* Some of the uses made of these data 
only require that the index be correlated with true productivity* Estimates' 
of the ^magnitude of training investments that combine time inputs of other 
staff with the lower prb^ctivity of the trainee require an assumption that . 
the index Is cardinal and a proportional transformation of true productivity 
plus a random error* The questions asking for a rating of the pjroductivity of 
particular workers have remarkably low nonresponse rates* Only 4*4 percent of 
respondents asked' about a partlcolat new hire's productivity during the first 
2 weelCb responded with a **don*t know" or refused to answer* Compalrably defin- 
ed nonresponse rates for other questions about the new hire were 8*2 percent 
for previous relevant experience, 3*2 percent for ag^, 6*7 for education^ 8*6 
percent for tipie spent in informal training by a supervisor, and 5*7 percent 
for a 3-question sequence from which, starting wage rate is. calculated* The 
. low nonresponse rate implic^s that our respondents felt that they were capable 
of making such Judgments and augurs well for the quality of the data that 
results* 

10* If employer reports of a worker* s productivity are equal to an unknown 
constant times the worker* s true marginal product plus a random error, per- 
centage differences in cell mean^ of tKe productivity index can be interpreted 
as unbiased estimators of percentage differences in true productivity* If the 
variations in the productivity scores ^assigned by supervisors exaggetate the 
proportionate variations in the true productivity, our estimates of percentage 
. Impacts of recruitment Source on productivity will be biased upward* Even 
though It Is possible for a worker's true productivity to be negative, the 
scale was defined as having a lower limit of zero* Floors and ceilings on a 
scale typically cause measurement errors to be ^negatively correlated with the 
true value* If this were the case the result wuld be an/under statement *of 
percentage differencf^ between the productivity of hew hires an4. workers who 
have been at the firm fqr longer* In our view this latter type of bias is 
more likely than the former* 

!!• |This statement is conditional on the^ assumption that the productivity 
reports received from employers are a proportional transformation of true 
productivity plus a random error* ' Tests of the sensitivity of the 'comparison^ 
betw^^ the growth of wage rates and productivity net of training cos^s to 
this assumption appear shortly* 

12* The following assumptions produce this calculation: employer reports are 
a constant times true productivity plus a random error, the managerial and 
co-worker time reported; to be devoted to training is 100 percent devoted to 
training as reported, the managerial staff members who provide training are 
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times vliat workers with 2 years of tenure e^arn; and the reported 
lower productivity of new workers relative to those with 2 years of tenure 
captures the loss of trainee productivity because ^f training activities* 

13. The first three assumptions are the same. The fourth jissumptlon Is that 
the productivity scores that are assigned describe the trainees' contributions 
to ^current output when they are not engaged In training activities and when 
receiving Informal training by management or co-workers* During the other two 
kinds of training activities (formal training and watching others do the job)^' 
''the trainee Is assumed to contribute nothing to current output. 



14.. When the ratio derived fr<^ the 1983 survey ll multiplied by the 1982 
estimate of value of training In the first 3 months » we estimate tViat workers 
with 2 years of tenure spend 5#5 percent of their time In formal training or 
. watching others do the work and that the time others spend training him or her 
has a value of 9*5 percent of his or her productivity. One minus this latter 
figure is the appropriate correction factor for thd denominator when con--? 
servatlve aggregation assumptions are used* For liberal assumptions the 
appropriate correction factor is one minus the sum of these two figures* 

15« Compensation m^y grow faster than wage rates early in a worker^ s tenure 
if some minimum amount of tenure is necessary before "pensions vest or paid 
vacation can be takei* » 

16 • Even when skills and training are all general in the sense of being 
useful In other firms^ workers with general training will typically be more 
^ productive in the firm that has done the training than in other firms* This 
* is because each firm is likely to require a different mix of general^Ji^i:^^• 
The firm that does the training will concentrate on those skills it needs ^ 
the most, some of * which may not be as highly valued by alternative employers* 
Skills that would be highly valued by an alternative employer may not be 
'taught because others on the staff already fulfill ttitX function or because of 
sbme Idlosyncracy of the training firm*-^s production technology. The result is 
that the best fit between a wprker's skills and the employer's needs is more 
likely to be at the firm that initially provides the training* This phenom- 
enon has the effect of giving specificity Co the match even when all training 
^ is general I and of reinforcing the tendency o£ wages to rise nu)re slowly than 
productivity net of training cost* 

17. The tax treatment of investments in physical capital with lives of 10 or 
more^ years is less 'favorable than the treatment of investment in human capi*- 
tal. The Investment tax credit combined with ACRS makes the tax treatment of 
equipment with a tax lifetime of 8 years or less roughly equivalent to immed- 
ia/te expensing. 

18. An increase in l-b, the errors in measurement blaS| will Increase the 
discreparfisy only if [R(l-t^)/(l+ra)(l-ti)] < ((l-t2)/(l+rb)(l-tj^) ] . 

Tlie high rate of turnover among new hires meaas that this condition will al- 
most invariably be fulfilled. 
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19# To insure that only training gets subsidized/not vacations or i^otiva;^' 
tional sales tneetings^ subsidlzable expenditures night be defined to ^^xciude 
(1) travel to a remote site other than the company • 8 national or the appropri- 
ate regional hef!idquarters> (2) housing and food expenses of more than $100 a 
day I (3) costs of training non-employees > part time employees working less 
than 50 hours a month or employees for whom more than 50 percent of compen- 
sation comes from commissions^ (4) payments to speakers or presenters of a 
training session of more than $1000 or $200 per contact hour which ever is 
higher* The costs of developing a training package or system for use in 
training ones own staff would be an allowable expense* 



20. A trainee wotdd be considered to be engaged in formal or informal train- 
ing if he or she -iu receiving group Instruction^ being instructed by a compu- 
ter ^ reading manuals or instruction booklets watching others do the work or 
being shown the work* A trainer^ supervisor or coworkers time would be con- 
sidered to be engaged in a training activity only if 100 percent of the 
trainers attention is devoted to the training purpose* If any output is pro- 
duced during a training activity it would have to be given to the trainee^ 
discarded or given away* The following tests could be used to define a promo- 
tion for purposes of calculating subsidlzable training expenses: there would 
have to be a new job title ^ noticeably different job duties and a wage 
Increase of at least 6 percent above the standard seniority or cost of living 
increment and the individual could not have held that particular job before* 
In order for new employee training to be subsidlzable it would have to be 
associated with a wage increase by the end of that year of at least 10 per* 
cent over and above the rise in the cost of living* 

21* To insure that employers who receive an MTS subsidy were aware of the 
program at the time it might influence their behavior^ it could be required 
that the employees make a preliminary application before July 1 of the cal* 
endar year for which a subsidy is sought* 

2 2* If the NTS is a subsidy » subsidy payments would be taxable income* If 
the MTS is a tax credit the firm would have to reduce its reported social 
security or FUTA tax payments by the amount of the tax credit* 

2 3* To the extent that the accounting rules used to distinguish training 
activities from production activities affect the way training Is conducted 
this is an unfortunate unintended consequence of the necessity of defining a 
dollar quantity of training expenditure for each firm* 

24* Examples might be communications^ machinery^ Instruments^ chemicals ^ 
pharmaceuticals I electronics » computer service and R&D laboratories* 



25* F(^r a skill to be eligible^ both recent and projected rates of growth 
would havfe to be high* Projections of future growth should be based on a 
methodology that can be updated on a quarterly basis and that uses contem- 
poraneous market signals (such as current or forward prices of the industry's 
product, new orders ^ current industry sales or employment) to project future 
employment* The raethodology must be capable of giving timely w^nrnlng of in- 
dustry turn arounds like ^ the one that occurred in 1981 in oil drilling and ex- 
planation* A projection of rapid growth would be sufficient on its own (in 
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the absense of high past rates of growth) only If the evidence Is particularly 
strong (e.g* Congressional passage of obllgatlonal authority for a huge mult 1 
year contract. Where classroom training at schools or colleges substitutes 
for OJT, Information the number of graduation of such programs (recent ajid 
projected) would have to be compared to growth of demand* 

26. The survey would not be very costly and would not take long, once a 

^ sample of employers who have trained, such workers was obtained. While visits 

to establishments by specialised staff would be the preferred mechanism, It 
could be done over the phone. A telephone Interview approach ,to measuring 
on--the->Job training cost& for specific jobs has been developed by the National 
Center for Research In Vocational Education and Implemented by the Gallup 
^^s^^^^^^^^''^'^^ at a cost of less than $75 per Interview* The training costs 

thi|t would be measured by this survey would include: 

1) payments to outside' vendors such as a training institution, 
\1) depreciation on machinery 100 percent devoted to training, 

3) time of specialized training personnel that is. spent in contact 
with the trainee or preparing lessons, 

4) time of supervisors or coworkers spent giving formal or informal 
training to the non-worker above a 40 hour mlni^mum, 

3) time of the trainee that is spent in a formal or Informal 
training activity that is not directly productive. 
The survey would also serve as a basis for developing an operational deflnl-- 
tion of the job or skill for which training subsidies would be provided, and 
for the levels of the skills. The results of the survey would be reviewed by 
DOL staff and the industry/labor committee ^ DOL staff would make a formal 
recommendation to the Secretary which the advisory committee could endorse or 
take exception to as it wished. Training costs allowed in future years would 
be indexed to the economy's average hourly wage, so the survey would only need 
to be done once. 

27. Systems for competency certification currently exists in construction, 
telecommunications, banking and a varltey of other industries. In some indus- 
tries and occupations,^ an existing system(s) could be adopted **a8 is'* or 
modified; in other industries and occupations a new system would have to be 
developed. Since an occupation is eligible for a critical skills training 
subsidy for only a limited period, a judgement would have to be made as to 
whether the benefits of competency certification would outweigh the inevitable 
costs and delays that such a requirement would impose. In addition, in cer- 
tain fast changjing fields codifying what must be learned in this way might not 
be desirable. There wotfld be an expectation that the organization sponsoring 
the competency certlfi cation after the end of the period of the occupation's 
eligibility. Conditioning the CSTI on the existence of competency certifi- 
cation would tend to encourage industry groups seeking designation of one of 
their job/ skills as a critical skill to create a certification process for 
that Job. 

28 » The application form could be quite simple, requiring only the name and 
social secruity number of the trainee, employer ID number, the training estab- 
lishment's name and address, the firm's name and address, the skill for which 
training is being provided, the trainee's v;age, and a description of the job 
(including its wage) for which he/she is being trained. 
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29* An advance opinion as to the eligibility o£ a proposed training program 
(binding on DOL) would.be available to employers who request It. The calcu- 
lated amount of subsidy would be paid in equal semiannual Installments over 
the training period that has been estdbllshed for- that skill. If the worker 
is employed' at the firm for less than the full training period* the subsidy 
payment would be proratlone$l for the period he/she was at the firm. The 
^^ayments would be taxable income. Training (establishments would submit 
'semi-annual bills to DOL for the subsidy payments due to it. The payment 
would be made to the training establlshmeiit (even when that establishment is 
part of a multi-establishment firm), because auditing would be carried out at 
the Establishment level, and because the payment then shows up in the right 
place in multi-establishment firms with divisional profit centers. 
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Appendix A 
Coaputatlonal Notes 

t 

The flra*s expected profit aaxlalsetion problem la written as— 

(A.I) Max P-C(g,h)-w^+ D^{Pr(S)Pr(K)(P48+W-E(e^|K)-w^)} 

1 2 
g. h, w , w 

subject to 

(A.2) R < Dj^{Pr(S)Pr(K)w^+(l-Pr(K))w^+(l-Pr(S))Pr(K) (w^+E(e|<l))) 

Denoting the Lagrangean function and the aultlpller by L and A, the first order 

1 2 

conditions for g, h, w , v are as follows: 

(A.3) -Cg + D^{^i2£i|IEEilSii (P4g+h+E(e^|K)V)+Pr(S)Pr(K)'(l4S||^) 

+ (l.Pr(S)Pr(K)) {w^ + ^^^^)] - 0 
(A.4) -C^ + D^{iiE£i|^liSli (p+,4.irt.E(e^|K)-w^)+Pr(S)Pr(k)(5£||ol^ + 1)} 



%3 



(A.5) -1 + X - 0 

(A.6) D { ^<^^<S)?r(K)) (p^^4fa^-E(e^|K)-w^)->-Pr(S)Pr(K) (^^^Sl^> - 1)} 
• 3w^ . . aw^ 

^ ,P r a<Pr(S>PrW? 2 ^ p,^s)Pr(K) - ^ w^ 
- <(^*f UlQ)) + (l-Pr(S)Pr(K)) - 0 

3w^ aw^ 



ERIC 



V. 138 



107 



/ 



o 
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^The conditional expectations of the random factors are given by— 

O 

2 3, V 

E(e|Q) - /l,"*'^*^ T0(T)dT / Pr(Q), 

2 ' 

Then the partial derivatives with respect to g, b, w are* > 
3Pr(K) _ X 

. Misjl^ . -4, .D„/Pr(K) ' • " 

og OK 

■ifejKl - -4, .D„/PlF(K) 
dh OK 



2 

where Dj^ - P+g+h+E(c^|K)-w 

IMdal . D^/Pr(Q) 
9g S X 

9E(glQ) - 0 
3h 

ii^al . -(^D./Pr(Q) 
where - w^-w^-E(e|Q). 



2 

*> <t) is evaluated at w -P-g-h, 

2 3 

4) is evaluated at w -w . 



10 



The next expreeeiont are Inportant to what follows: 
^ « a(Pr(S)Pr(K)) , . p^,,, 

* ■ 

Substitution of the partial derivatives Info (A. 3), (A.4)» and (A. 6) yields 

2 " 
the f.o.c.*s for g, h>and w • 

From the f .o.c. for g, (A.3) 

. - D^IcigDj^ + Pr(S)Pr(K)(l - i^^\/?x(K))] 

+ Dj^tCttgW^ + (l-Pr(K))Wg - (l>^w^ + ([(J)^ - a^Xw^+ECelQ)) 

+ (l-Pr(S)Pr(K)){wg - (|)w^ DQ/(l-Pr(S))}]. 
After rearranging terms* we obtain the equation (6). 
(6) - D^[Pr(S)Pr(K) -^w^ Pr(K) Dj^] 

+ D [(l-Pr(S)Pr(K))w^ + 4.^ Gj^] 



where Gj^ - Pr(S) + E(e|Q)). 
From (A. 4) 

S ■ ^a^^'h'^K ■ P^<S)(t>^*Dj^ + Pr(S)Pr(K)] 

+ D^lajj*w^ - + (l-Pr(S» (()^*(w^+E(e|q))y. 
This yields the f.o.c. for h, (7). 
(7) - Pr(S)Pr(K) + G^. 

From (A. 6) 

0 - D„[a D„ + Pr(S)Pr(K)(D^* /Pr(K) - 1)1 
+ D. [a w^ + Pr(S)Pr(K) + 4> w^ - a (w^ECeIq)) 

D V O W 

- <l-Pr(S)Pr(K))((mQ/Pr(Q))3. 
ERIC 109^ . 



Sd ft reaxraogiag tent* we gei (5): « 

(5) 0 - D l-(fr-Pt(K) + Pr(S)Pr(K)] + D. tPrCS)Pr(K) - G^]. 

From (5), ' • 

Substituting the «xpliclt form of wd denoting 
D 4 Pr(S) V- 0 

dJ?* ?m '^yv 

we transfdnn the above equation to the following form: 
.(IhO)w^ • -(P+g+h+j;(e^|K)) - e(w^+E(elQ) - 

+ 12^ MSI L 



, ^ .P.) Pr(S) 

Substitution of w^ • P-T+i gives 

' w^ . P+g+hfE(ejK) . ^ lT+hfg-8+E(c^|K) + ^ilflp- E(elQ) 

D >0. Pr(S) 

Us^g the jelation, E(e) - Pr(S)E(e|S) + Pr(Q)E(e|Q) - 0, we can write 

eCc|s) as— ■ 

lex a-Prm)E(elQ) 



141 



110 



vif/t,'y/;-, t-//.''-J«.-.--s.s-.i;f:. ' 



Thea,v it given by (IQ) • ^ 

(10) - P+g+h+E(e^|K) - -j^ lT4s+h-g+E(c^|K) 



a 



♦(1+0) 



0 
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Appendix B 
M*fnltttd(Ei of Second Order Effecta 

It will be mterettlng to coapare our flrat order condlt^-ns for g and h 
with thoae m aodeli where the probabllltleB of dismissal and quitting are 
fixed* When the probab^Xities of dianissal and quitting are exogeneously 
determined, the first order conditions fbr^enerar skill and specific skill 
are written as follows t ^ 
for neneral skill . . 

(1) C. - • Fr(8) ?r(K) + D|,(l-Pr(S) Pr(K))w|, 
and for apecific skill i 

(2) Ch - D.'trCS) Pr(K). 

The differences in the right-hand sides in the above first order conditions 
' and those in our endogeneous quit /dismiss model are: 

(3) -Da'iPr(K) Ditw| + Dfe 4© ^» 
(A) \ 4o' * 

We shall call the term in (3) and (4) the Recond order effects. 

These differences depend on i^, the responsiveness of wage growth 
in other employaaat. to general training; Oj,. the expected profit from the, 
worker the firm wants to keep; Gfe. the benefit to the worker of not being 
dismissed by the firm; and ^. *o , responsiveness of quit/dismisi-\s 
to the wage rate. (3) is rewritten as (5). 
(5) -Da w|llPr(S) Pr(K)^ + DbV^^>§J • 

derail - -J^- e 
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a 



•S^' ■ ■ ' 
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^ ^ !■ tht elasticity of the probebility of itAying with respect to the 
second period irage» 

Is the elasticity of the probability of wanting to keep worker with 
respect to the second period vage». 

» and 

G]( is the workers benefit from not being dismissed. 
Using the above notation (4) is rewritten as 

(6) Pr(K) . 

We get A **fael''£or the magnitudes of (5) and (6) from Bishop's (1982^^ 
estimates of quit and dlsBlse probabilities. According to his results » rough 
estimates of \ and 1^ are less than 0.1. 

We set hypothetical values of ^q,^, Pr(K), Pr(S), D,, D^,, %^^» 
w| as follows: * 

lo - 0-1 '•I - 0.1 ^ 
Pr<S) - 0.75 

Pr(KJ - 0.9 . . 

yw2.0.1 . , , ^ 

Gu/w^ - 0.20 

w3 - 0.4 

d; - 0.9 

Db • 0.8 ' . y \ 

'/ 

Substituting these values into the first order condition for general 
capital when quit and dismiss rates are exogeneous is^— 
0.9(0.75)(0.9) + 0.8(l-0r9«0. 75)0.4 i. 0.712 
and the second order effect Is 

-0.9(0. l)(0;75)(0.9)(0.1)(0.4) + 0.8(0.1)(0.9)«(0.15) - 0.008. 

Alsoi the numerical values of the marginal condition for apedfic capital when 

Pr(S) and Pr(R) are fixed is 

0.9(0.75)(0.9) - 0.607, ^ 
and the second order effect is 

0.8(0.1X0.9)0.1 • 0.0072. 144 
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These numbers suggest that the firm' 8 Investment decisions on general' and 
specific capitals should be quite close to the case where the firm behaves 
and if the probabilities of dismiss and quits are independent of wage rates, 



) 
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■ ^ Appendix C 

1982 Hational Survey of Employere Queatloiu.ttiie 

(Part A) 



270. When did yei^ Jtam 
(NAME) wail^lble? 



-19 



MO YR 




9Bmbl 
80 m I 



271. Prom which program 
. is the money coming? 



T3TC 1 

WIN Tax CrodiU ^ 

WIN-OTT....^. « 
Other Govtmmeiit' 
Subsidy . 

SPECIFY i 

0 — ■■■ooooe<— 00 o 
N A o»Beoo— — oofc^jooo 9 



T3TC. 1 

WIN Tax Crodit..2 
CETA-OJTmmmmI , 

WjN»03 T iiw % 

OttifT Government 
Sub^dy 

SPECIFY i 

NA....9 

271 A.The questions in this section ask about worker trainli^ i.id,> 
supervision for NAME'S position. 

t 

Once wt get started il you find it is necessary for me to talk to a supervisor for 
that position please transfer me to him'/her at the end 
of this interview. 

2716. IF YOU MUST ^EAK TO A SUPERVISOR ASK SECTIONS "C*>ND "D**. ASK 
FOR SUPERVISOR AT END OP INTERVIEW. ASK. 271C - 28(». 



us 



■7:7 
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271C. Is there fbxml trainings such as 
self -paced leamiag pcogrsB&s o^ training 
done by specially^ trained pc^^^nnel. for 
people hired in !OMB*s psition» or is all' 
the training done as infonnal oa the Job 
training? . 
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Foraal training'. . .ASK 272 . • .1 
All infbxnal ... GO TO 273 .. .2 

OK .ASK 272 8 

NA ASK 272 9 



146 
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17Z. For the following questions 

■ 

und yojuT typicsl new 



» Ml; 
in the 



NAMES 1 and 2 



Ourinf tht first 3 months of work whit wis tht total 



of hours 



irmining oone oy specially traineci nerscBnei i oz 



9 • • 



A* Your typic^ 
(NAM&S) 



HOUR 



Non 



,996 
.997 



OK. 



P-I2 



a. NAME^ 

(R£^ORO VERBATIM 
IP NOT IN HOURSi 
DO CONVERSION IP 
CLEAR) 



RECORD HOUR 



OK. 



NA. 



.996 
.997 
791 
999 



C NAMfi2 

(RECORD VERBATIM 
IF NOT IN HOURSf 
DO CONVERSION IP 
CLEAR) 



RECORD HOUR 
DKI..^ 



c 

.996 



OK. 



NA. 



•••997 
• 99S 
. 999 



imansm mE: il? RESP^^NiBrr answers question 272a, b or c ^ tebms 

D^YS, lEBCS OR MPtTXHS READ: You mmi NAME received tndaing 8 hours a 
day for dlys Aweks/nonths ?. 



147 
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273. IF NOT ALSEMV READ* READ: 

Zn the foXlouing qpestlons Z m going to isk for cqqpftxisons 

Mpng NAMES ! and 2 and your typical now ea^loyee in the . same 
petition.. --J 

New twitditng to informal training during their flrat 3 months of 
worky what was the totel mjmher of hours management and line 
. ayperviaors spent eway from other activities givii^ inform^ 
individualized training or extra supervision tot 



A. Your typical woxicer in 
(NAME'S) position. 



RECORD HOUR 

SQIMf PK^^eeee e eeeeeeeeee 996 

None ■ t ^997 

UtU M.,.,.^ 998 

NAeeee—eeeeeeeee^eeeo M e 999 



a. NAME i (IF NOT THERE 
. FOR 3 MONTHS ASKs For 
the period he/she Was 
there how many hours 
of informal training 
did he/she receive?) 



RECORD HOUR 
SonKr, DK».,........o.M 996 

NoneM. e— ee— eeeeeee e —e — 997 

DKee e ee>ee>eeeeeee w aee ^ e 998 
NAeeeaeeeeeeeeeee e eseeeee 999 



C NAME 2 (IF NOT THERE 
FOR 3 MONTHS ASK: For 
the period he/she was 
there, how many hours 
of informal training 
did he/she receive?) 



RECORD HOUR 
Some, OKi.—--^ 996 

NOnCeeeee— eaefceeeeeeeeee<»ee 997 
DICeeeeeeeeeeepegseeeeeeee 99S 
NAaeeeeoaeeeeeeeeeee — <e 999 



ZNIERVZEMBR NOIE: ZF RESPGNCENT ANSNEHS QUESHON 273A, B, or C ZN TESMS 
CF DKXS, 1IEEI5 OR iOfSS RBADt You sean MAMB received training 8 hours 
* day for days/weeks/imths? 

ZF 272A, B AND C ARE K ASK 274. OIHERNISE GO ID 277 . 

I4S 
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27S. 



1 

How many different management 
and supervisory level persons 
give your typical «S)loyee in 
(NAME'S) position infofmal 

training? 



27^28 4' 



About how many total days qi^-'^ 
infoiMl training does the typical 
nanageoerit level person spend 
ixifonBall/ training yoiB typiol 
new «9loyee in (KAME*S) position? 



RECORD NUMBER 

SOfMf DKl^eeoeeeeeeooMoo* 96 

DK— eee— e . eeeeeeo 9S 

N A»o«eeeooeee»«ee«e»«eee«oe 99 



RECORD DAYS 
Some, DK* 

DICMoeoMoei 
NA«MeM««eee«««ee«eM4 



96 
98 
99 



276. How ««t^ hairs each day does 

the typical managenent perscn spei*- 
away from performing other duties 
in order to infotnally train a 
typical new employee? 



RECORD HOURS 
Some« DKiS^<*««M**M«.*M* 96 
None««»»»««»«»»««»»»»««»»»»»» 97 

DK«««««mM««aM«««««««««a« 9S 
NA. •••«eeeeeeeeee«eee 99 



ERIC 
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277. During the first 9 months of work what was total number of hours 

eo-ifor];en. idio ara not st^exvlsors spent away fnm their noxaal work 
giving ihfonnal individualized training or extra svpendsion to: 



A. Your typical worker in 
(NAME'S) position. 



& NAME i <IP NOT THERE 
FOR 3 M0NTI4S ASKt For 
the period he/she was 

there hovMnany hoiffs 

of Informal training 
did he/she receive? 



RECORD HOUR 

some. DKil^ee«««t«MMe« 996 
NPfW M teeeee M eeeeeee e eeee «997 
DIC— eeey j seieee M — eeee e ee 99S^ 



NA.... 



RECORD HOURS 
Some, I^K#^mmmmm..m996 

NOWC— e^eee— eeeee>eeeeeee> 997 
DKeeeae«eMeeMeeMeeMee 998" 
NA«ee*eeee#Mteeeeeee«eee 999 



a NAME 2 (IP NOT THERE 
FOR 3 MONTHS ASI|t For 
the period he/she was 
there how many hours 
of informal training 
did he/she receive?) 



RECOfRO HOUR 
Some, DK#...............996 

None........................ 997 

DK •••ee«eeMeeeeeeeeeeee« 998* 
NAeeee«ee«^eeeeeeeeeeee 999 



XNTERVIENER HCfTB: IF RESPONEB^ ANSWERS QUESnCI 277A, B or C IN TERMS 
OF lAYS, WEEKS GR MDKIHS READ: You mean KAME received training 8 hours 
a day for days/weeks/nonths? . ^ 

(*) 

IF 277A, B A)£ C ARE ALL ASK 278. CZIOWISE 00 TO 281. 
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278. How mai^y dillcrant 
eo-worktrt givt ywr 
typical employee in 
(NAME'S) position 
Iniof mal trainlnt? 



RECORD NUMBER 

*N0n6#«eee««e«eeeeeeeee««eeee« 97 
DICeeffeeee§ee»eeie»»e m eeee 9S 
NA. eeee«eee«e«eeeeM«tee«ee 99 



279, About bJM maf total days 
or Inf onal training does the 
average eo*Morker fpead on 
training your typical new e&- 
ployees in tm£'S) position? 



RECORD DAYS 
Some, DK'* 
Ndne 



— ceeeeeeee«*— ee#ese t < 



DK 

NAeeMt 



96 
,^97 
.98 

99 



280. How many hours each day does 
the average eo-vnrker spend 
away froia perf onsing other duties 
in order to infonaally train a 
typical new eoployee? 



48-4? ' 



RECORD HOURS 

Some,DK# eeeeeee— M o e ee 96 

NOfWeeeeMeeeeeeeee«*«eeeeeee 97 
DKeee««eeeee4i«Me«e«eeeeeee 98 

NA.........................99 



281. The last set of questions in this section 
asks about enployee productivity. 

Please rate your enployee at\ a productivity 
scale of zero toaoo, where 100 equals the maxiaiuBi 
productivity rating any of your enqsloyees (NAME'S) 
position can attain and sero is absolutely no 
productivity by your enployee. 



ERIC 
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What praduetlvity aeorc would 
you glvt your typical worktr 
who has bttn In this Job ibr 
2 y tars? (PROBE FOR {4UMBBR) 



RECORD NUMBER 
DK,^ 998 



SL*S8 



2»3. ^tew, for tart of tht following tlmt ptriods comparo tho productivity on th^ 

of(NAMEl),(NAME2)andy«xr typical wtop in tmj position. What is the 
produptivity c£ (KAM^yew typical mthet) during (READ LIST) . • . 



(His/her) first 2 weeks 
of employment? 



Prom (his/her) 3rd 
week to the 12 week 
at work? aP NAMB 1/ 
NAME 2 LEFT (XMPANY BEFORE 
12th imc - Q. 237 - torn 
ASX Q. 28SC) 



NAME 1 JtifdAS, 2 



RECORD # RECORD # 
^DNB..997 NONE.. 997 
DK..998 DX..998 
m..999 hX.999 



RECORD # RECORD § 
OK..998 D1C..998 
NA..999 NAm999 



TYPICAL WORKER 

RECORD # 
NDNE..997 

DK..998 

I«\..999 

- — * C3-^$/C$^8/e9^72 

RECORD # 

OK..998 

N^999 



( DO NOT ASK FOR TYPICAL 
WORKER) Today? 
OR, IP miE m LONGER MORKS 
FOR CCMPANY READ: Ihe last 
week NA^S worked for your 
^conpany? 



RECORD # RECORD # 
DK.998 DK..998 
NA..999 NA^999 



78 31 
78^80 mis 



2a3A.IP TYPICAL WORKER - IS LESS PRODUCTIVE 

AFTER 2 YEARS (Q.a2 IS LESS THAN Q. 283B, TYPICAL 

WORKER*) ASK 214. OTHERWISE CO TO 284A. CJ3i 

1 - 31, 

» ^ Smi ID: 2-5 

132 



I 



203. m the flrit thr«t i^lhs of employmtnt, 
•pproximottly hoii| muty total hours <lo«s a 
typical now tmployoe in NAME'S position 
iptnd away from nlgrmal vMrk aetlvitlts 
flllii« out forms and bting told about 
the esmpany hlsjcbryi btnefits and rulas? 

206. During the first throe months, 
how many total hours does the 
average new af>lqyee spond Id 
training activities in which 

he or she is watching other 
people do the Job rather than 
(ioing It himself? 

207. Hew many weeks does it take 
a new employee hired for this 
position to become fully trained 
and qualified if he orihiS has no 
previous experience in this iobt 
but has had the necessary 
school-provided training? 

20S. How many of the skllU leaznvs4Jby 
Aew eoployees in this job are 
^ uifeful outside of this company? 
(l^EAD UST)... 



48-49 



209. Focusing on the skills that are 
usef ui outside your company, how 
many other companies In the local 
kbor market have Jobs that require 
these skills? Would you guess 
(READ UST)... 



RECORD HOURS 

MDNE.. .97 

UK... ....98 

Vk 99 



RECORD HOyRS 

NONE 997 

DX.. 998 

999 



RIXORD WEEKS 

NC9IE...... 997 

DK 998 

Hk 999 




less than 9. 



5 to 15. 



U to 100. 



or over 100. 
DK........ 



NAeeeof 



— eeee>eee » eeeeee< w 



S6 



S? 
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